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CHAPTER  I 


I NTR0DUCT1 ON 

A current  source  of  controversy,  income  tax  postponements 
and  the  methods  used  to  report  them  for  financial  purposes,  have 
long  been  a topic  of  dispute  among  accountants. 

The  problem  of  reporting  postponed  taxes  arises  when  the  ac- 
counting treatments  used  for  tax  purposes  are  different  from  those 
used  for  financial  purposes.  Financial  income  reported  on  the  fi- 
nancial statements,  and  taxable  income  reported  on  a Federal  tax  re- 
turn for  the  same  year,  may  diverge  significantly.  The  problem, 
then,  is  whether  the  tax  assessment  should  be  reported  on  the  fi- 
nancial statements,  or  whether  tax  assessments  should  be  adjusted 
to  recognize  additional  tax  information  associated  with  the  operat- 
ing performance  of  the  enterprise. 

As  the  complexity  of  the  tax  law  increases,  and  the  relation- 
ship betv/een  tax  assessments  and  financial  income  becomes  more  equiv- 
ocal, the  problem  of  reporting  taxes  on  the  financial  statements  be- 
comes more  complicated.  The  most  difficult  aspect  of  this  problem 
is  in  regard  to  the  method  used  to  report  the  impact  of  postponed  * 
income  taxes. 

Because  of  the  widespread  interest  in  the  income  figure 
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reported  on  the  financial  statements  of  business  enterprises,  and 
the  increasing  impact  of  income  taxes  on  financial  income,  account- 
ants have  been  reluctant  to  allow  financial  income  to  be  affected 
by  temporary  decreases  in  income  tax  assessments.  Interperiod  in- 
come tax  allocation  procedure  was  devised  to  prevent  such  temporary 
decreases  in  tax  assessments  from  distorting  the  projected  trend  of 
financial  income.  The  differerence  between  the  actual  tax  assessment 
and  the  income  taxes  would  have  been  paid  at  the  same  tax  rate  on 
reported  financial  income  for  the  same  year  is  referred  to  in  this 
study  as  the  amount  of  tax  difference  of  the  period. 

Tax  differences,  then,  are  the  reductions  that  have  occurred 
in  Federal  income  tax  assessments  because  of  a divergence  between 
tax  reporting  procedures  and  financial  reporting  procedures.  Tax 
postponements  are  temporary  reductions  in  tax  assessments  related  to 
ensuing  tax  assessments.  Generally,  postponed  taxes  are  considered 
equivalent  to  the  tax  differences  calculated  for  the  period.  Post- 
poned tax  liabilities  on  the  position  statement  are,  therefore,  the  re- 
sult of  management  actions  to  reduce  tax  assessments,  by  using  pro- 
cedures for  tax  reporting  purposes  that  are  unacceptable  for  finan- 
cial reporting  purposes. 

Income  tax  allocation  procedures  are  used  to  recognize  the 
income  tax  expense  associated  with  the  operating  performance  of  the 
enterprise  in  addition  to  the  tax  assessment  due  to  postponed  income 
taxes.  It  is  recommended  by  the  Accounting  Principles  Board  of  the 
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American  Institute  of  Certified  Public  Accountants  that  a related 
postponed  tax  liability  be  recognized  on  the  position  statement  if 
postponed  income  taxes  are  reported  on  the  income  statement  (1).  An 
analysis  of  the  impact  of  postponed  income  taxes  on  the  financial 
statements  involves,  therefore,  both  the  current  postponed  taxes  re- 
ported on  the  income  statement  and  accumulated  postponed  income  taxes 
reported  on  the  position  statement. 

A study  of  the  impact  of  postponed  income  taxes  on  financial 
reports  is  of  interest  for  several  reasons.  One  reason  is  the  need 
for  a new  approach  to  the  over-all  problem  of  reporting  taxes  on  the 
financial  statements.  Principally,  this  is  in  regard  to  postponed 
taxes.  Postponed  taxes  have  long  been  the  subject  in  a lingering 
controversy.  Recent  literature  seems  to  indicate  that  agreement  still 
has  not  been  reached  on  an  appropriate  basis  for  reporting  postponed 
income  taxes  on  the  financial  statements.  Another  reason  is  that 
Federal  income  taxes,  long  a major  outflow  of  corporate  funds,  are 
increasing  a part  of  economic  policy.  Many  provisions  in  the  tax  law, 
such  as  investment  tax-credits,  research  and  development  costs,  and 
liberalized  depreciation,  are  viewed  in  terms  of  their  incentive  as- 
pects, rather  than  their  relation  to  the  proper  measurement  of  busi- 
ness income.  As  a result,  the  divergence  between  taxable  income  and 
financial  income  has  become  more  widespread,  with  the  concomitant 
difficulty  of  reporting  the  resulting  postponed  taxes.  In  addition, 
there  is  the  growing  danger  that,  "those  investors  who  do  not  fully 
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comprehend  the  impact  of  (postponed)  tax  accounting  as  practiced 
today  may  be  in  danger  of  being  misled  as  to  the  real  significance  of 
the  amount  of  earnings  per  share..."  (2).  Unless  the  method  used  to 
report  postponed  taxes  on  the  financial  statement  is  selected  with  re- 
gard for  the  information  needed  by  financial  statement  usersr  the  re- 
ported data  may  mislead  the  statement  user.  There  are  reasons,  then, 
for  a critical  study  of  the  impact  of  postponed  income  taxes  on  the 
financial  reports. 


Purpose 

The  purpose  of  this  critical  analysis  was  to  evaluate  the 
methods  currently  used  to  report  postponed  taxes  for  financial  purposes, 
in  order  to  devise  a postponed  tax  reporting  method  consistent  with  a 
realistic  appreciation  of  the  needs  and  objectives  of  financial  statement 
users.  The  best  method  of  reporting  postponed  income  taxes  has  been  a 
matter  of  considerable  controversy.  The  controversy  concerns  both  the 
income  statement  and  the  position  statement.  On  the  income  statement 
the  problem  concerns  the  relation  of  postponed  tax  to  evaluations  of 
the  operating  performance  of  the  enterprise.  On  the  position  statement 
the  problem  concerns  the  relation  of  accumulated  postponed  tax  to  ap- 
praisals of  the  financial  position  of  the  enterprise. 

Method  and  Procedures 

There  was  a reliance  in  this  study  on  financial  data  that  was 
readily  available  to  any  user  of  financial  statement  information.  In 
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particular,  conceptual  evidence  of  the  methods  used  to  report  post- 
poned taxes  on  financial  statements  was  obtained  principally  from  the 
pronouncements,  bulletins  and  other  publications  of  the  American  In- 
stitute of  Certified  Public  Accountants,  the  American  Accounting  As- 
sociation, and  the  Securities  and  Exchange  Commission.  The  historical 
background  of  the  economics  of  income  taxation  was  reconstructed 
principally  from  a survey  of  American  economic  literature.  The  em- 
pirical data  initially  considered  in  this  study  were  Standard  and 
Poor's  Compus tat . Position  statement  and  income  statement  data  on  some 
1,000  corporations  are  contained  in  this  source.  This  source  also 
includes  data  on  capital  expenditure  and  such  things  as  high,  low  and 
closing  stock  prices  (3). 

The  initial  analysis  suggested  the  value  of  a selective  study 
of  the  actual  annual  report.  In  some  cases  these  reports  contained 
clarifying  explanations  that  were  not  available  from  any  other  source. 
However,  postponed  taxes  are  more  clearly  presented  in  some  corporate 
reports  than  in  others.  The  actual  annual  reports  were  considered  to 
be  singularly  significant  as  a source  of  data  regarding  current  fi- 
nancial accounting  treatments,  even  though  the  reports  were  limited  by 
their  availability  to  the  author.  On  the  basis  of  the  survey  of  an- 
nual reports,  an  evaluation  was  made  of  current  accounting  methods 
used  to  report  postponed  taxes  on  the  financial  statements.  Data 
from  Compus tat  were  then  used  to  make  a comparative  analysis  of  the 
Federal  income  taxes  postponed  by  corporations  in  the  chemical,  heavy 
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industrial  manufacturing,  electronic  companies,  and  retail  depart- 
ment stores  for  the  period  1 95 7 ~ 1 966 . These  industries  were  selected 
on  the  basis  that  they  evidenced  frequent  reported  tax  postponements. 
This  period  was  selected  because,  judging  from  accounting  literature 
on  postponed  taxes,  it  is  the  period  of  controversy  regarding  the 
best  method  of  reporting  postponed  taxes.  The  study's  terminal  year, 
1966,  was  dictated  by  the  most  recent  year  for  which  data  were  avail- 
able on  Compustat  (4).  The  comparative  analysis  was  used  as  a basis 
of  recommendations  for  an  acceptable  method  of  reporting  postponed 
taxes  consistent  with  the  needs  of  financial  statement  users  for  fi- 
nancial information. 


Scope 

This  study  concerns  an  analysis  of  the  methods  used  to  report 
postponed  taxes  on  the  financial  statements.  The  purpose  of  finan- 
cial statements,  and  the  ends  to  which  the  information  provided  on 
the  financial  statements  is  intended,  are  considered  in  Chapter  II. 

The  effort  is  made  to  point  out  that  financial  statements  are  means 
to  ends  and  not  ends  in  themselves.  Guidelines  and  criteria  were  es- 
tablished for  the  evaluation  of  alternative  methods  of  reporting  post- 
poned income  taxes  on  the  financial  statements.  Chapter  III  concerns 
an  identification  of  the  characteristics  of  postponed  taxes  and  a 
description  of  how  postponed  taxes  originate.  Consideration  is  given 
first  to  the  cause  of  divergencies  between  taxable  and  financial  in- 
come. In  the  latter  part  of  the  chapter,  income  tax  differences  are 
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analyzed  and  classified  in  terms  of  the  related  tax  provisions.  The 
objective  of  the  analysis  was  to  obtain  descriptions  of  particular 
sources  of  tax  differences.  These  descriptions  were  incorporated  in 
analyses  presented  in  later  chapters. 

In  Chapter  IV,  the  conceptual  basis  for  the  most  recent  post- 
poned taxes  reporting  recommendation  of  the  Accounting  Principles 
Board  of  the  AICPA  is  considered.  The  purpose  of  the  chapter  was  to 
analyze  the  generally  accepted  means  of  reporting  postponed  taxes  in 
terms  of  the  objectives  of  financial  statement  users.  A survey  was 
presented  in  Chapter  IV  indicating  that  many  methods  are  used  to 
report  postponed  taxes.  The  survey  indicated  that  there  is  no  present 
method  of  reporting  postponed  taxes  that  is  clearly  superior  in  terms 
of  providing  information  relevant  to  the  objectives  of  financial  state- 
ment users.  Furthermore,  the  recommended  reporting  method  is  based 
on  the  view  that  all  tax  differences  have  the  same  characteristics. 
Based  on  this  analysis,  the  warrantableness  of  the  current  method  of 
reporting  postponed  income  taxes  was  questioned. 

Chapter  V involves  an  effort  to  study  the  current  method  of 
reporting  postponed  taxes  by  means  of  a comparative  analysis  of  the 
postponed  taxes  reportec  by  four  industries.  An  evaluation  of  the 
evidence  provided  by  the  comparative  analysis  suggests  that  tax  dif- 
ferences may  be  an  excessive  measure  of  the  actual  amount  of  postponed 
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taxes  in  some  industries.  Based  on  the  evidence  provided  by  the 
comparative  analysis,  several  changes  in  the  method  of  reporting 
postponed  income  taxes  on  the  financial  statements  were  suggested 
that  would  more  fully  satisfy  the  needs  of  statement  users  in  their 
appraisal  of  the  financial  position,  and  their  evaluation  of  the  op- 
erating performance  of  a business  enterprise. 

Li  mi  tat i ons 

No  effort  was  made  in  this  study  to  provide  specific  recommenda- 
tions to  particular  companies  as  to  the  best  method  of  determining 
postponed  income  taxes.  The  development  and  testing  of  methods  determin 
i ng  the  postponed  taxes  of  a particular  fi rm  are  beyond  the  scope  of  this 
study.  A general  approach  to  the  problem  was  outlined  in  the  recommenda 
tions  based  on  the  study.  No  effort  was  made  to  discuss  the  related 
problem  of  reporting  tax  prepayments.  This  aspect  of  tax  differences 
was  neglected  because  its  occurrence  is  relatively  infrequent  and  the 
problems  of  isolating  its  occurrence  empirically  are  difficult.  Thus, 
the  study  was  limited  to  an  analysis  of  postponed  tax  financial  report- 
ing methods  as  they  are  found  in  accessible  sources  of  financial  data, 
and  a recommendation  of  a general  method  of  reporting  postponed  taxes 
in  a manner  more  relevant  to  the  needs  and  objectives  of  financial 
statement  users. 

Definition  of  Terms 

Terms  and  titles  are  referred  to  in  this  study  that  may  require 
further  clarification.  Financial  income  as  referred  to  in  this  study 
is  the  gross  profit  reported  on  the  books  of  account  less  operating 
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expenses.  Taxable  income  refers  to  the  revenue  reported  for  income 
tax  purposes  less  the  expenses  reported  for  income  tax  purposes  to 
the  Internal  Revenue  Service.  The  divergence  between  financial  in- 
come and  taxable  income  is  the  difference  which  occurs  when  different 
accounting  treatments  are  used  to  determine  the  two  amounts.  The  di- 
vergence does  not  occur  if  the  enterprise  uses  the  same  accounting 
treatments  for  both  tax  and  financial  reporting  purposes.  In  many 
cases,  however,  the  adoption  of  the  same  procedures  for  both  tax  and 
financial  reporting  purposes  would  result  in  the  inaccurate  measure- 
ment of  financial  income. 

As  a consequence,  companies  tend  to  use  two  sets  of  account- 
ing treatments,  one  for  financial  reporting,  and  a second  for  tax 
reporting.  Tax  reporting  procedures  are  chosen  so  as  to  mimimize  the 
tax  assessment.  Unless  tax  differences  are  recognized  on  the  finan- 
cial statement  by  means  of  income  tax  allocation  procedures,  the  ef- 
fect of  management  acts  to  minimize  tax  assessments  could  distort 
earnings  statistics  used  in  evaluation  of  the  enterprise's  operating 
performance. 

Postponed  taxes  are  tax  differences  expected  to  result  in  en- 
suing tax  assessments.  Thus,  the  amount  of  postponed  taxes  is  always 
a function  of  the  amount  of  tax  differences. 

Reference  is  made  to  several  groups  and  publications  in  this 
study  whose  titles  are  commonly  abbreviated  in  financial  literature. 
The  American  Institute  of  Certified  Public  Accountants  (AiCPA),  the 
AlCPA's  Accounting  Principles  Board  (APB),  the  Al CPA's  Accounting 
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Research  Bui letins  (ARB),  and  the  Al CPA's  Accounting  Research  Studies 
(ARS);  the  American  Accounting  Association  (AAA)  and  the  Security  and 
Exchange  Commission  (SEC)  are  frequently  referred  to  in  this  study. 

For  this  reason,  the  accepted  abbreviations  are  used  throughout  this 
study . 

The  purpose  for  which  financial  statements  are  intended  is 
used  as  the  background  for  the  study.  This  background  includes  de- 
scriptions of  the  two  main  financial  statements:  the  position  state- 
ment and  the  income  statement.  The  relation  of  effective  communica- 
tion to  the  function  of  accounting  is  also  considered.  A descrip- 
tion of  the  purpose  of  financial  statements  is  presented  in  Chapter  II. 


NOTES 


1.  Accounting  Principles  Board,  Opinion  No.  1 1 . "Accounting 
for  Income  Taxes,"  American  Institute  of  Cert i f i ed  Publ i c Accountants, 

New  York,  December,  1 967 i reprinted  in  The  Journal  of  Accountancy,  Feb- 
ruary, 1968,  p.  45. 

2.  Price  Waterhouse  and  Company,  "Is  Generally  Accepted  Account- 
ing for  Income  Taxes  Possible  Misleading  Investors?"  Financial  Execu- 

ti ve,  September,  1 96 7 > p.  40. 

3.  A complete  description  of  the  data  is  described  in  the  in- 
formation manual  for  Standard  and  Poor's  Compustat , University  of  Flor- 
ida, College  of  Business  Administration,  Gainesville,  Florida. 

4.  Since  this  study  was  begun,  the  number  of  firms  in  Standard 
and  Poor's  Compustat  has  expanded  and  the  years  1967  and  1968  have  been 
added. 


CHAPTER  II 


A FUNCTIONAL  APPROACH  TO  THE  PROBLEM  OF 
REPORTING  POSTPONED  TAXES 

Before  any  satisfactory  opinion  can  be  formulated  upon  the 
warrantabl eness  of  alternative  accounting  procedures  for  reporting 
postponed  income  on  the  financial  statements,  there  must  be  an  ade- 
quate appreciation  of  the  purpose  of  financial  statements  (1).  Any 
given  alternative  method  of  reporting  postponed  taxes  cannot  be  con- 
sidered warranted  unless  it  proves  consistent  with  the  aims  and  ob- 
jectives associated  with  the  financial  statements. 

Corporate  financial  statements  disclose  the  stewardship  of 
management.  The  increasing  separation  of  corporation  management 
from  ownership  has  made  financial  statements  essential  for  appraisals 
of  management's  actions  by  stockholders.  In  addition  to  stockholders 
for  whom  public  financial  statements  are  principally  intended,  there 
are  a number  of  other  parties  that  rely  extensively  on  such  state- 
ments (2)  . 

Creditors  base  their  decisions  on  loans  on  both  the  historic 
and  projected  financial  statements  of  current  and  prospective  bor- 
rowers. Potential  stockholders  use  financial  statements  to  estimate 
future  corporate  earnings  and  dividends.  Government  agencies  use  cor- 
porate financial  statements  for  tax  and  regulatory  purposes  and  for 
analyzing  economic  trends.  Labor  unions  examine  such  statements  to 


12 


13 


establish  a corporation's  ability  to  pay  increased  wages  (3).  Thus, 
financial  statements  are  used  to  communicate  financial  information  to 
a wide  spectrum  of  financial  statement  users. 


The  Relation  of  Communication  to 
the  Function  of  Accounting 

Considerable  literature  is  available  supporting  the  claim 

that  effective  communication  is  essential  to  the  accounting  function. 

The  Long-Range  Objectives  Committee  of  the  A1CPA  noted: 

A satisfactory  system  for  communicating  financial 
and  other  economic  data  is  an  essential  condition 
for  the  accumulations  of  capital  from  widespread 
sources  in  single  enterprises  — i.e.,  for  a suc- 
cessful industrial  economy.  Persons  who  have  an 
interest  in  resources  are  in  various  stages  of 
remoteness  from  them  and  from  the  factors  affect- 
ing them.  The  greater  this  remoteness,  the  greater 
the  need  for  communication  of  data  (4). 

The  importance  of  the  relation  of  communication  to  the  accounting 
function  was  also  emphasized  in  the  AAA's  A Statement  of  Basic  Account - 
? ng  Theory . In  its  section  on  "Guidelines  for  Communicating  Account- 
ing Information,"  it  was  pointed  out  that: 

The  development  of  accounting  information  is  only 
part  of  the  accounting  function.  A necessary  com- 
panion aspect  of  the  function  is  the  development 
of  the  communication  process  so  that  information 
can  be  transmitted  and  so  that  those  to  whom  in- 
formation is  provided  understand  it  and  its  po- 
tential usefulness  (5). 

After  noting  that  accounting  is  essentially  an  information  system  the 
Statement  continues: 

Accounting  is  also  concerned  with  the  effective 
transmission  or  communication  of  information. 

The  Committee  believes  the  accounting  communica- 
tion method  is  in  need  of  re-examination.  The 
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assumptions  of  the  preparers  of  the  statements 
and  the  reactions  of  the  recipients  of  the  in- 
formation need  to  be  explored.  The  problem  may 
lend  itself  to  systematic  research,  for  recent 
developments  in  the  behavioral  sciences  suggest 
that  the  reactions  and  needs  of  people  preparing 
and  using  reports  are  capable  of  study  (6). 

Effective  communication,  then,  has  been  viewed  as  an  essential 
part  of  the  accounting  function.  It  should  be  noted,  in  transmitting 
information  to  a broad  spectrum  of  financial  statement  users,  that  from 
the  respective  individual  viewpoints  of  each  party  concerned,  the  rela- 
tive relevance  and  importance  of  the  reported  data  vary.  For  example, 
there  is  a material  difference  in  the  time  horizon  relevant  for  each 
group  of  financial  statement  users.  This  difference  may  indicate  a 
further  difference  in  their  respective  viewpoints  in  relation  to  other 
factors  such  as  rate  of  return  on  capital  or  rate  of  credit  risk. 

The  complexity  of  financial  statement  users'  interests  indi- 
cates the  diverse  character  of  information  demanded  for  their  analytical 
purposes.  Financial  statements,  from  a practical  standpoint,  are  re- 
quired to  meet  the  greatest  demands  of  the  largest  number  of  users  (7). 
The  selection  of  information  reported  on  the  financial  statements,  then, 
is  on  the  basis  of  its  relevance  and  its  informational  value.  Although 
the  information  may  not  be  of  equal  importance  to  all  financial  statement 
users,  it  must  not  be  inconsistent  or  detrimental  to  the  relevance  and 
significance  of  any  other  selected  piece  of  information. 

From  this  standpoint  financial  statements  can  be  viewed  as  the 
end  product  of  an  essential  part  of  the  accounting  function.  Finan- 
cial statements  can  be  described  as  means  of  communication,  useful  for 
providing  significant  and  relevant  financial  data  in  an  internally  con- 


sistent manner. 
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The  Purpose  of  the  Position  Statement 

The  position  statement  is  often  described  as  the  statement  of 
financial  position  or  simply  as  the  position  statement.  The  purpose 
of  the  position  statement  in  the  view  of  many  accountants  is  to  reflect 
financial  position  by  means  of  a list  of  assets  and  liabilities. 

The  Position  Statement  Distinction 
Between  Kinds  of  Equities 

The  term  "balance  sheet"  seems  to  imply  that  the  reported  amounts 
have  been  taken  from  the  balances  shown  in  the  books  of  account. 

To  say  that  financial  position  is  reflected  by  the  assets  and 
liabilities  shown  in  the  accounts  gives  little  operational  meaning. 

W.  A.  Paton  emphasizes  that  the  position  statement  should  be  presented  not 
as  just  a compilation  of  debit  and  credit  balances,  rather  it  should  be 
presented  in  the  manner  which  is  most  suited  to  providing  significant 
information  to  interested  parties  (8).  The  location  as  well  as  the  in- 
clusion of  data  on  the  position  statement,  then,  is  related  to  position 
statement  users.  Classification  of  data  reported  on  the  position  state- 
ment according  to  this  viewpoint  would  be  according  to  a means -consequence 
relationship.  Also  a position  statement  incorporating  established  ac- 
counting notions  would  be  warranted  only  if  they  are  most  suited  to  the 
purpose  of  interested  parties. 

Generally,  the  arrangement  of  the  position  statement  has  been 
likened  to  an  algebraic  equation,  where  the  sum  of  the  properties  owned 
equals  the  sum  of  the  financial  claims  (equities)  in  those  properties. 
Since  postponed  taxes  are  usually  classified  on  the  position  statement 
as  an  equity  account,  attention  is  focused  on  the  means  of  classifying 
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equities,  insight  into  the  manner  of  distinguishing  between  kinds 
of  equities  may  also  reveal  the  warrantableness  of  proposals  for 
classifying  postponed  income  taxes. 

It  is  not  always  clear  what  comprises  position  statement 
creditors'  equities  (liabilities)  and  what  comprises  stockholders' 
equities.  Some  writers  have  advocated  restricting  the  amounts  classi- 
fied as  liabilities  to  items  representing  legal  debt.  A study  issued 
by  the  AAA  stated  that  "liabilities  are  measured  by  cash  received  or 
by  the  established  price  of  non-cash  assets  or  services  rendered,  or 
by  estimates  of  a definitive  character  when  the  amount  owing  cannot 
be  measured  more  precisely"  (9).  Sprouse  and  Moonitz  recognize  two 
broad  types  of  liabilities.  One  type  is  settled  in  cash;  the  other 
type  is  settled  in  a form  other  than  cash.  They  believe  that  in  either 
case,  the  items  should  be  measured  by  objective  evidence  as  far  as  pos- 
sible (10). 

Other  writers  have  proposed  a more  general  view  of  liabili- 
ties. Difficulty  in  determining  if  an  obligation  has  been  incurred, 
the  amount  of  the  debt,  the  probabi 1 i ty  of  navi ng  to  pay,  or  to  whom 
the  debt  will  have  to  be  paid  are  common  reasons  for  indecision  as  to 
whether  to  include  the  obligation  at  all,  as  a liability,  or  as  a part 
of  stockholders'  equity.  For  example,  seven  situations  have  been 
identified  where  items  are  shown  as  liabilities  on  the  position  state- 
ment although  they  cannot  be  regarded  as  legal  debt  (11). 

Stockholders'  equity  is  usually  reported  on  corporate  position 
statements  based  on  amounts  legally  defined  as  capital  stock  and 
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retained  earnings  (12).  Another  view  is  that  stockholders'  equities 
consist  of  funds  specifically  contributed  by  the  stockholders  plus  any 
undistributed  profits.  Undistributed  profits  are  described  as  the  ex- 
cess of  new  assets  after  allowing  for  all  capital  commitments,  includ- 
ing changes  of  creditor  claims,  and  represent  the  effect  of  operations. 

To  the  extent  that  the  profit-assets  are  not  distributed  they 
tend  to  take  on  an  ownership  aspect  by  being  used  along  with  other  as- 
sets in  subsequent  business  activities  (13).  Little  difficulty  is  en- 
countered, in  this  more  general  approach,  with  items,  such  as  deferred 
income  taxes,  which  imply  a possible  future  use  of  disposable  assets. 
Provision  for  such  a situation  can  be  made  by  appropriating  a part  of 
retained  earnings.  This  indicates  that  assets  have  been  set  aside, 
not  available  for  disposition,  but  still  amalgamated  with  other  assets 
for  use  in  future  business  activities. 

The  best  accounting  treatment  for  the  reporting  of  postponed  in- 
come taxes  is  not  necessarily  that  which  conforms  to  currently  estab- 
lished account i ng -treatment  rules.  Rather,  it  should  include  a consid- 
eration of  what  best  meets,  what  Paton  refers  to  as,  the  needs  of  the 
financial  statement  users.  In  later  chapters  suspicions  are  raised 
that  the  derivations  of  current  accounting  methods  have  sometimes  over- 
looked the  functional  aspect  of  communications,  and  the  relation  of  data 
reported  on  financial  statements,  to  the  objectives  of  the  financial 
statement  users. 

The  Appraisal  of  Financial  Position 


1 he  position  statement  is  an  activating  mechanism  rather  than  a 
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final  repository  for  account  entries  ( 1 4) . Attention  is  not  directed 
to  exchanges  between  accounts.  Interest  is  focused  on  the  transforma- 
tions that  occur  to  aggregates  of  data.  Canning  writes  that  the  sig- 
nificance of  information  about  the  financial  position  of  an  enterprise 
concerns  the  status  of  a specified  enterprise  at  a specified  time  with 
respect  to  procurements  and  disbursements  of  funds  (15).  Canning's 
concern  was  not  with  the  procurement  and  disbursements  of  funds  that 
had  occurred  in  the  past,  he  was  speaking  of  those  expected  to  occur 
in  the  future  (16).  This  does  not  mean  that  the  present  (or  past)  is 
to  be  considered  less  significant  than  the  future.  In  some  cases  there 
may  be  a specific  requirement  for  information  about  present  or  past 
procurement  or  disbursement  of  funds.  Both  for  purposes  of  review  of 
the  past  and  anticipation  of  the  future,  the  present  serves  as  a useful 
meeting  point  for  the  purpose  of  decision-making  (17).  However,  finan- 
cial statement  users  are  just  as  concerned  with  what  the  financial  po- 
sition of  the  enterprise  may  be  expected  to  be  in  the  future  as  they 
are  with  the  existing  position  of  the  enterprise. 

In  regard  to  income  taxes,  a liability  for  a future  disburse- 
ment of  funds  is  established  to  the  extent  that  actual  disbursements 
are  less  than  the  tax  assessments.  Existence  of  a claim  to  that  ex- 
tent by  the  taxing  authority  can  be  established  on  the  basis  of  the 
legal  relationship  arising  between  the  parties.  The  expected  amount 
of  fund  disbursement  involved  may  be  determined  on  the  basis  of  the 
phenomenal  evidence  found  in  the  tax  assessment. 


19 


In  addition,  a liability  exists  to  the  extent  that  expecta- 
tion of  future  fund  disbursements  depends  upon  established  causal 
patterns.  For  example,  a liability  for  postponed  taxes  exists  to  the 
extent  that  it  relates  to  ensuing  tax  assessments.  On  the  grounds  of 
business  prudence  and  financial  expediency  a liability  may  be  recog- 
nized for  this  expected  future  disbursement  of  funds.  Such  liabili- 
ties are  relevant  for  an  appraisal  of  the  financial  position  of  the  en- 
terprise because  they  are  closely  related  to  future  fund  disbursements. 

Position  statement  information  regarding  future  disbursements  of 
funds  may  be  considered  relevant  to  the  formulation  of  future  expecta- 
tions of  financial  users  on  several  grounds.  Such  knowledge  enables 
the  financial  statement  user  to  anticipate  more  closely  the  position 
of  the  enterprise  and  the  user's  financial  interest  at  a future  date. 
This  is  likely  to  be  of  considerable  help  in  guiding  his  proposed  ac- 
tions and  selections  of  alternatives.  Thus,  wherever  such  future  ex- 
pectations regarding  postponed  income  taxes  can  be  found,  they  should 
be  disclosed  on  the  position  statement.  Relevance  of  such  financial 
information  to  the  needs  of  the  financial  statement  user  in  regard  to 
making  future  projections  indicate  the  warrantableness  of  its  inclu- 
sion on  the  position  statement. 

Summary 

The  position  statement  presents  the  position  of  a particular  en- 
terprise at  a particular  date  with  respect  to  possible  future  procure- 
ment and  disbursement  of  funds.  Data  was  presented  in  a classified  form 
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which  relates  the  properties  owned  to  the  financial  interests  in 
the  properties.  An  appraisal  of  the  financial  position  involves  a 
consideration  of  the  future  procurements  and  disbursements  of  enter- 
prise funds  in  relation  to  the  objectives  of  the  financial  statement 
users.  Relevance  of  such  financial  information  to  the  needs  of  the 
financial  statement  user  indicates  the  warrantableness  of  its  inclu- 
sion on  the  position  statement. 

The  Purpose  of  the  Income  Statement 

The  income  statement  is  used  to  present  the  results  of 
operating  the  enterprise  and  to  calculate  net  income.  Net  income  and 
the  related  earnings  per  share  statistic  have  gained  an  increasing  sig- 
nificance in  our  society  as  corporate  affairs  have  become  a direct  or 
indirect  concern  of  owners,  employees,  government  agencies  and  creditors. 
Concomitant  with  the  growing  public  need  for  reliable  financial  inform- 
ation is  the  increasing  awareness  of  the  problems  associated  with  com- 
municating an  evaluation  of  operating  results  to  a broad  spectrum  of 
financial  statement  users. 

Reporting  for  an  Evaluation  of 
Operating  Results 

Information  about  the  results  of  operations  is  evidently  of 
interest  as  a basis  for  the  development  of  judgments  and  guides  to 
action.  This  indicates  that  the  scope  and  character  of  the  information 
reported  on  the  income  statement  is  to  be  determined  by  a consideration 
of  the  purpose  of  such  knowledge  for  financial  statement  users.  Accord- 
ingly, data  disclosing  the  net  outcome  of  operat ions  was  of  great 
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importance  to  all  parties  concerned  with  the  economic  concern  of  the 
enterpri se. 

It  is  likely  that  one  of  the  prime  concerns  of  a financial 
statement  user  is  to  make  an  evaluation  of  the  operating  performance 
of  the  enterprise.  This  evaluation  may  be  viewed  as  a process  of  draw- 
ing significant  conclusions  with  the  help  of  all  relevant  information. 
Evaluation  of  operating  results,  then,  is  not  confined  to  a considera- 
tion of  what  has  in  fact  been  achieved,  rather  it  also  takes  into  ac- 
count what  could  have  been  achieved  under  some  alternative  course  of 
action  (18) . 

Information  about  actual  performance,  then,  is  not  all  that  is 
needed  for  forming  a judgment  of  the  performance.  What  is  also  needed 
is  information  describing  the  performance  of  the  act.  The  income  state- 
ment cannot  substitute  for  judgment.  It  is  only  a means  to  an  objective 
and  not  the  objective  itself.  Thus,  it  would  seem  that  all  data  should 
be  included  on  the  income  statement  that  are  needed  to  highlight  the  ef- 
fects of  management  action  and  efficiency,  especially  in  cases  of  con- 
trollable expenses.  For  example,  the  efforts  of  management  action  to 
reduce  tax  expense  should  be  highlighted  in  the  income  statement,  ac- 
cording to  this  view.  The  major  controlling  criterion  for  reporting 
an  item  on  the  income  statement  is  relevance  to  the  objective  of  evaluat- 
ing the  operating  performance  of  the  enterprise. 

The  Projection  of  Future  Trends 

No  need  would  exist  for  making  decisions  on  exercising  judg- 
ment if  financial  statement  users  had  complete  knowledge  of  future 
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events.  In  the  real  world  perfect  knowledge  does  not  exist.  Deci- 
sions are  based  upon  expectations  rather  than  certainties. 

Expectations,  however,  are  infinite  and  are  useful  in  making 
decisions  only  on  a selective  basis.  Their  selection  necessarily  in- 
volves the  establishment  of  some  criteria  of  relevance  and  reliability. 
The  difference  between  decision-making  and  guesswork  is  the  establish- 
ment of  these  criteria.  The  competence  of  the  information  relied  upon 
needs  to  be  established  and  verified  by  means  of  some  standard  or  test. 
The  test  itself  depends  on  the  observed  nature  of  the  item.  Neverthe- 
less, a test  or  standard,  whether  rigid  or  flexible,  is  essential  to 
support  a sound  system  of  rational  decision-making. 

In  regard  to  the  selection  of  information,  it  is  important 
that  all  aspects  of  the  information  be  considered.  For  example,  the 
net  income  figure  presented  on  the  income  statement  does  not  consti- 
tute the  whole  basis  of  the  projection  of  future  trends.  Net  income 
is  primarily  relevant  for  the  determination  and  settlement  of  mutual 
rights  and  claims  of  the  related  parties.  Formulation  of  future  ex- 
pectations is  properly  based  upon  a variety  of  complex  considerations 
and  takes  into  account  most  of  the  information  presented  on  the  finan- 
cial statements  and  cannot  be  predicated  on  a single  statistic  like  net 
income  or  earnings  per  share. 

1 he  recognition  of  all  the  information  relevant  for  supporting 
future  expectations  is  important  for  decision-making  purposes.  It  is 
also  important  to  consider  the  relationship  which  may  exist  between  the 
variables.  Data  should  not  be  projected  together  unless  they  are 
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capable  of  being  closely  correlated.  In  the  interest  of  a clear  and 
correct  analysis,  items  which  are  unrelated  or  imperfectly  related  to 
each  other  should  be  considered  separately.  Future  trends  may  be  pro- 
jected only  upon  the  basis  of  observed  relationships  among  the  varia- 
bles. 

Summary 

The  income  statement  is  used  to  present  the  results  of  operat- 
ing the  enterprise  and  to  calculate  net  income.  An  evaluation  of  the 
operating  results  of  the  enterprise  is  of  interest  as  a basis  for  mak- 
ing judgments.  In  this  regard,  all  information  is  of  interest  that 
highlights  the  effects  of  management  efficiency  and  action.  Data  pre- 
sented on  the  income  statement  must  maintain  an  internal  consistency, 
but  the  major  criterion  for  reporting  an  item  on  the  income  statement 
is  its  relevance  to  the  objective  of  evaluating  the  operating  perform- 
ance of  the  enterprise.  That  is,  the  income  statement  is  not  to  be 
viewed  as  an  end  in  itself,  rather  it  should  be  viewed  as  a means  to  an 
end,  the  evaluation  of  the  results  of  operations.  In  this  regard,  recog- 
nition should  be  given  to  all  information  relevant  for  the  formulation 
of  future  expectations.  Future  trends  may  be  projected  only  if  all  the 
relevant  information  is  reported. 

The  Direction  of  the  Inquiry 

Reporting  postponed  income  taxes  on  the  financial  statements 
may  be  viewed  as  a part  of  the  over-al 1 problem  of  communicating  finan- 
cial information  on  financial  statements. 
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From  that  point  of  view,  the  warrantableness  of  a selection 
of  one  method  of  accounting  from  several  alternative  methods  would 
require  an  evaluation  of  the  methods  in  terms  of  their  usefulness  on 
the  financial  statements.  It  should  be  emphasized  that  the  financial 
statements  are  not  ends  in  themselves.  They  are  a means  to  an  end. 

This  requires  as  part  of  of  the  inquiry  a consideration  of  the  charac- 
teristics of  the  items  included  on  the  statements  in  terms  of  the  ob- 
jectives of  the  financial  statement  users  if  there  i s to  be  an  appro- 
priate selection. 

An  analysis  of  the  methods  used  to  report  postponed  income 
taxes  on  the  financial  statement  may  properly  be  made  only  against  the 
background  of  a realistic  appreciation  of  the  relationship  of  informa- 
tion communicated  on  financial  statements  to  the  needs  and  objectives 
of  financial  statement  users. 

Summary  of  the  Chapter 

Before  any  satisfactory  opinion  can  be  formulated  in  regard 
to  the  problem  of  reporting  postponed  income  taxes  on  the  financial 
statements,  there  must  be  an  adequate  appreciation  of  the  purpose  of 
financial  communications.  Financial  statements  are  a means  of  communi- 
cating financial  information  about  a business  enterprise.  Effective 
communication,  then,  is  an  essential  part  of  the  function  of  accounting 
for  the  financial  activities  of  a business  enterprise. 

The  diverse  character  of  the  financial  information  demanded  for 
the  analytical  purposes  of  financial  statement  users  is  predicated  on 
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the  complexity  of  their  interests.  From  a practical  standpoint, 
however,  the  financial  statements  are  required  to  meet  the  greatest 
demands  of  the  largest  number  of  users.  The  selection  of  information 
reported  on  the  financial  statements  must  be,  for  this  reason,  on  the 
basis  of  its  relevance  and  its  informational  value. 

In  regard  to  the  position  statement,  an  appraisal  of  financial 
position  requires  a consideration  of  future  procurements  and  disburse- 
ments of  enterprise  funds  in  relation  of  the  needs  of  the  financial 
statement  users.  Relevance  of  such  information  to  the  needs  of  the 
financial  statement  user  indicates  the  warrantableness  of  its  inclu- 
sion on  the  position  statement. 

In  regard  to  the  income  statement,  all  information  about  the 
operating  results  of  an  enterprise  that  highlight  the  effect  of  manage- 
ment efficiency  and  action  are  of  interest  to  financial  statement  users. 
The  major  criteria  for  reporting  an  item  on  the  income  statement  are 
its  relevance  to  financial  statement  users'  needs  for  evaluating  the 
operating  performance  of  an  enterprise.  Thus,  an  analysis  of  the 
methods  used  to  report  postponed  income  taxes  may  be  properly  made 
only  against  the  background  of  an  appreciation  of  the  relationship  of 
the  information  communicated  on  the  financial  statement  to  the  needs 
and  objectives  of  financial  statement  users. 

In  Chapter  III,  a study  is  made  to  determine  the  nature  and 
sources  of  postponed  income  taxes  reported  on  the  financial  statements. 
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CHAPTER  I I I 


POSTPONED  INCOME  TAXES:  WHAT  THEY  ARE 
AND  HOW  THEY  ORIGINATE 

The  postponed  income  taxes  which  were  reported  on  the  finan- 
cial statements  of  corporations  throughout  the  1 940 1 s and  until  late 
in  the  1950's  may  be  described  as  having  had  two  principal  character- 
istics. 

First,  the  occasions  which  gave  rise  to  the  postponed  taxes 
occurred  infrequently  in  the  operation  of  the  enterprise.  For  example, 
tax  postponements  were  recognized  on  the  financial  statements  that  were 
associated  with  the  reduction  of  taxes  associated  with  the  construction 
of  emergency  wartime  facilities.  For  tax  reporting  purposes,  the  tax 
law  provided  for  a liberal  amortization  of  the  construction  cost  of 
the  emergency  facilities.  The  more  rapid  amortization,  however,  re- 
sulted only  in  a temporary  reduction  of  taxes.  In  the  case  of  a given 
number  of  facilities,  the  more  rapid  amortization  in  the  early  years 
of  the  asset  would  be  offset  by  the  increased  taxes  that  would  occur  in 
the  1 ater  years . 

Second,  the  postponed  income  taxes  found  on  the  financial  state- 
ments of  the  1 940 1 s and  early  1950's  were  seldom  material  amounts.  This 
second  characteristic  is  concomitant  with  the  first.  As  long  as  the 
postponed  taxes  only  arose  from  a few  specialized  tax  treatment  provi- 
sions, the  amount  of  postponed  taxes  was  never  large,  and  did  not  tend 
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to  accumulate.  At  some  point,  the  amounts  of  postponed  taxes  would  be- 
gin to  decrease  until  they  were  offset  by  increases  in  income  tax  as- 
sessments . 

Since  195^>  however,  postponed  taxes  have  been  regularly  re- 
ported by  many  firms  in  many  different  kinds  of  industries.  As  a re- 
sult, accountants  have  had  great  difficulty  in  explaining  the  nature 
of  postponed  taxes. 

Postponed  taxes  result  from  the  use  of  special  tax  accounting 
procedures,  which  are  not  appropriate  for  financial  reporting  pur- 
poses, in  order  to  minimize  current  tax  payments.  For  example,  ac- 
celerated depreciation  may  be  used  for  tax  reporting  purposes  in  some 
cases  in  order  to  minimize  taxable  income  and  the  resulting  tax  as- 
sessment even  though  it  is  considered  inadequate  and  inapplicable  for 
financial  reporting  purposes.  The  use  of  different  accounting  tech- 
niques for  financial  and  tax  accounting  purposes  results  in  a diver- 
gence between  financial  income  and  taxable  income. 

The  incremental  change  in  taxes  caused  by  a divergence  between 
financial  and  taxable  income  is  called  a tax  difference.  For  example, 
tax  differences  arise  when  tax  reporting  methods  are  used  which  result 
in  more  expenses  or  less  revenues  being  reported  than  is  generally  ac- 
ceptable for  financial  purposes.  Accordingly,  the  legal  tax  assessment 
is  less  than  it  would  have  been  if  the  tax  had  been  computed  based  on 
financial  income.  Some  tax  differences  are  permanent,  i.e.,  the  ef- 
fective tax  rate  is  reduced.  Other  tax  differences  are  temporary,  viz,, 


tax  postponements.  The  interest  of  this  study  is  with  tax  postponements. 
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tax  differences  related  to  ensuing  tax  assessments.  No  effort  will 
be  made  to  discuss  the  related  problem  of  reporting  tax  prepayments. 
This  aspect  of  tax  differences  was  neglected  because  its  occurrence 
is  relatively  infrequent  and  the  problems  of  isolating  its  occurrence 
empirically  are  difficult  (1). 

As  shown  in  Table  1,  there  has  been  a marked  increase  in  the 
reported  occurrence  of  postponed  income  taxes.  In  the  fifteen  years 
from  1950  to  1964,  the  number  of  postponed  Federal  income  tax  accounts 
shown  on  the  financial  statements  have  increased  from  about  8 per  cent 
of  the  firms  surveyed  in  1950,  to  about  60  per  cent  of  the  firms  sur- 
veyed in  1964. 

TABLE  1 

GROWTH  IN  THE  NUMBER  OF  POSTPONED  FEDERAL 
INCOME  TAX  ACCOUNTS 


Number  of  Companies  Having 

1964 

I960 

1955 

1950 

Postponed  Tax  Accounts 

355 

185 

73 

50 

No  Postponed  Tax  Accounts 

245 

415 

111... 

££0 

Total 

600 

600 

600 

600 

Source  of  data:  American  Institute  of  Certified  Public  Account- 
ants,  Trends  and  Techn  i dues , 1965,  p.  132. 


The  increase  has  been  particularly  rapid  since  the  late  1 950 1 s . This 
increase  may  be  due  in  part  to  the  fact  that  the  provision  in  the  tax 
law  for  liberalized  depreciation  is  available,  generally,  to  nearly  all 
firms,  it  may  also  be  due  to  an  increase  in  the  number  of  provisions 
in  the  tax  lav/,  which  may  be  adopted  generally,  to  delay  the  payment  of 


taxes . 
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Postponed  taxes,  then,  are  tax  differences  that  are  expected 
to  result  in  subsequent  tax  assessments.  Postponed  taxes  occur  be- 
cause there  are  provisions  in  the  tax  law  which  allow  more  liberal  ac- 
counting procedures  for  the  computation  of  taxable  income  than  are  used 
for  reporting  of  financial  income.  This  situation  gives  rise  to  two 
questions.  One,  why  are  tax  accounting  treatments  different  from  gen- 
erally accepted  financial  accounting  treatments?  Two,  why  are  tax  ac- 
counting treatments  adopted  if  they  are  different  from  generally  ac- 
cepted financial  accounting  treatments? 

The  second  question  is  not  difficult  to  answer.  More  liberal 
tax  accounting  treatments  are  adopted  because  it  is  financially  advan- 
tageous to  postpone  tax  payments.  In  fact,  the  management  that  does  not 
take  advantage  of  the  liberal  features  of  the  Internal  Revenue  Code 
should  be  considered  lacking  in  its  managerial  duties  (2). 

The  first  question  is  not  so  easily  answered.  If  there  were 
no  divergencies  between  tax  and  financial  accounting  treatments,  there 
would  be  no  tax  differences.  Concern  in  the  first  part  of  this  chapter 
is  focused  on  this  and  related  questions.  Why  are  tax  law  criteria 
divergent  from  generally  accepted  accounting  principles?  What  gave 
rise  to  the  present  pattern  of  reporting  postponed  income  taxes?  What 
were  the  presumptions  of  those  who  derived  the  techniques  for  reporting 
postponed  taxes  during  the  decade  since  1957? 

In  the  latter  part  of  this  chapter,  income  tax  differences  are 
analyzed  and  classified  in  terms  of  the  causal  tax  provisions.  Data 
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used  for  this  analysis  was  selected  in  part  for  its  descriptive  con- 
tent. Only  data  generally  available  to  all  financial  statement  users 
was  considered.  The  objective  of  the  analysis  was  to  obtain  descrip- 
tions of  the  characteristics  peculiar  to  particular  sources  of  tax 
differences  which  could  be  used  in  the  more  extensive  study  reported 
i n Chapter  V. 

The  Relation  of  Taxable  Income 
and  Financial  Income 

The  subject  matter  of  this  section  has  been  discussed  for  such 
a long  time  that  there  may  be  some  temptation  to  simply  ignore  it,  and 
proceed  to  other  matters.  There  are  at  least  two  reasons  why  the  con- 
clusions of  previous  discussions  should  be  reviewed.  More  frequent 
government  intervention  in  the  activities  of  the  business  community 
has  raised  speculation  of  the  effect  of  government  tax  policy  on  the 
financial  operations  of  businesses.  Additionally,  it  has  been  charged 
that  interperiod  income  tax  allocation  is  an  attempt  to  reconcile  fi- 
nancial income  and  taxable  income.  The  most  obvious  reason,  for  this 
study,  is  the  wide  acceptance  of  interperiod  income  tax  allocation  by 
the  business  community.  Interperiod  income  tax  allocation  deals  with 
the  temporary  discrepancies  between  the  legal  tax  shown  on  the  tax  re- 
port and  the  tax  reported  on  the  financial  income  statement. 

Differences  in  Objectives 

Previous  discussions  of  the  relationship  between  taxable  in- 
come and  financial  income  have  usually  pointed  out  that  the  two  measure- 
ments are  different  because  their  purposes  are  different.  The  objectives 
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for  measuring  periodic  income  are  different  for  tax  purposes  than 
for  financial  purposes.  The  objectives  of  financial  account i ng  are  to 
indicate  the  efforts  and  accomplishments  of  an  enterprise  in  order 
to  portray  its  financial  position  and  progress.  The  principal  objec- 
tive of  the  income  tax  report  is  to  raise  revenue.  Criteria  for  tax 
accounting  treatment  rules  for  determining  taxable  income  are:  the 
economic  consequences;  equity  among  taxpayers;  and  the  administrative 
feasibility  (3).  Criteria  for  financial  accounting  treatment  rules 
are  based  on  accounting  theory  developed  by  judgment  under  specified 
conditions  of  each  alternative  accounting  procedure  (k) . Financial 
statements  of  corporations  are  purported  to  fairly  present  their  fi- 
nancial position  and  the  results  of  their  operations. 

The  disparity  between  the  objectives  of  taxable  income  and  fi- 
nancial income  have  led  some  writers  to  give  up  hope  of  finding  any 
relation  between  these  two  measurements:  "If  accounting  theory  is  to 
be  internally  consistent  regardless  of  the  tax  law  and  if  the  tax  law 
is  based  on  sound  tax  policy,  then  there  is  little  likelihood  that 
there  will  ever  be  a common  set  of  principles  for  determination  of  the 
two  periodic  measures  of  income"  (5).  Any  advantage  that  might  be 
gained  from  the  common  set  of  accounting  treatment  rules  is  outweighed 
by  the  disadvantages  from  the  compromise  of  two  different  objectives. 
Judgment  in  the  measure  of  business  income  would  be  sacrificed  if  fi- 
nancial accounting  criteria  were  neglected.  Similarly  for  taxable  in- 
come, a compromise  would  tend  to  ignore  questions  of  equity,  economic 
consequences,  or  the  administrative  feasibility  of  the  treatment  rules  for 
i ncome  t ax  repo  rt i ng . 
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There  are  strong  indications  of  the  unique  characteristics 
of  these  two  sets  of  data.  Yet  the  allocation  of  income  taxes  causes 
the  tax  to  behave  according  to  generally  accepted  accounting  princi- 
ples. This  reconciliation  has  presented  no  problem  to  some  account- 
ants: "Within  its  utilitarian  framework  there  is  ample  room  for  the 
adjustments  and  modifications  necessary  to  provide  a reconciliation  of 
the  concepts  and  procedures  of  the  determination  of  annual  income  for 
accounting  purposes  with  the  principle  of  measurement  required  for  an 
effective  administration  of  the  tax  program"  (6).  Income  tax  alloca- 
tion in  a sense,  however,  is  a reconciliation  of  these  two  unlike  meas- 
urements. If  the  two  sets  of  data,  taxable  income  and  financial  in- 
come, are  unique  measurements,  there  appears  to  be  no  basis  for  a 
reconciliation  of  the  two  sets  of  data  (7).  Each  set  of  data  is  de- 
termined by  means  of  concepts  and  procedures  from  separate  theoretical 
frameworks  having  different  goals  and  objectives.  What  is  the  tax  for 
a period?  Is  it  the  amount  of  the  legal  assessment?  These  are  some 
of  the  questions  considered  in  Chapter  V.  it  is  noted,  however,  that 
the  period  income  tax  is  closely  related  to  tax  concepts  embodied  in 
the  law.  Tentatively  it  is  concluded,  then,  that  arguments  in  favor 
of  interperiod  income  tax  allocation  may  be  suspect  if  explanations 
of  the  behavior  of  the  tax  overlook  the  erratic  nature  of  tax  law  pro- 
vi sions . 

Income  Tax  Postponements  Within  the  Social  Context 

There  is  another  reason  for , revi ewi ng  established  notions  about 
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the  relationship  between  taxable  income  and  financial  income.  The 
business  community  and  the  public  have  become  aware  of  the  increasing 
financial  s i gni f i cance  of  relationships  that  exist  between  business 
firms  and  the  government.  In  part,  this  change  is  a reflection  of  the 
changes  underway  throughout  the  society.  Subsequently,  there  is  the 
need  to  analyze  the  relationship  between  taxable  and  financial  income 
within  the  context  of  the  whole  social  system.  One  of  the  difficul- 
ties of  social  inquiry  is  the  tendency  to  focus  on  small  subsystems 
and  ignore  the  larger  "whole  system"  (8).  It  has  been  recognized  that 
government  intervention  in  the  business  community  in  respect  to  tax 
policy  has  been  important  to  business. 

In  recent  years  increasing  attention  has  been  directed  to- 
ward tax  effects  of  business  operations (9) • Apparently  the  actual  im- 
pact of  such  ideas  in  practice  has  not  been  related  to  the  reporting 
of  tax  postponements  arising  from  liberalized  depreciation,  and  the 
investment  tax  credit.  Nevertheless,  the  disclosure  of  tax  effects 
appears  congruous  with  the  idea  of  a growing  pattern  of  social  co- 
operation between  government  and  the  business  community  in  the  United 
States.  Galbraith  has  argued  that  the  modern  giant  corporation  is  of 
necessity  closely  allied  to  and  interwoven  with  government.  This,  he 
says,  is  because  technology  cannot  advance  without  the  tremendous  in- 
vestment and  the  guaranteed  demand  of  government  (10).  David  Green 
also  had  in  mind  the  increasing  interrelationship  of  government  and 
business  when  he  pointed  out  that  the  special  purpose  of  tax  postpone- 
ments was  "to  provide  for  an  environmental  change  which  might  encourage 
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new  Investment  of  a particular  designation..."  (11).  Such  views  are 
also  in  agreement  with  the  philosophy  of  the  1946  Employment  Act  which 
makes  it  "the  continuing  policy  and  responsibility  of  the  Federal  Gov- 
ernment" to  create  and  maintain  within  our  free  enterprise  system  "con- 
ditions under  which  there  will  be  afforded  useful  employment  opportuni- 
ties... and  to  promote  maximum  employment,  production,  and  purchasing 
power"  (12).  If  it  is  a function  of  the  Federal  Government  to  act  as 
an  economic  regulator  and  to  promote  the  objectives  of  a high  and  stable 
level  of  production,  then  it  may  be  that  accounting  for  tax  effects  will 
be  requisite  to  the  financial  reports  of  business  enterprises.  It  may 
be  that  in  the  future,  the  reporting  of  tax  postponements  will  require 
new  and  imaginative  accounting  treatment  rules  consistent  not  with  es- 
tablished and  accepted  accounting  conventions,  but  with  the  purpose 
and  nature  of  Federal  tax  policy  instead. 

Origins  of  the  Controversy 

In  analyzing  the  controversy  over  the  significance  of  postponed 
income  taxes  on  the  financial  statements  there  should  be  some  discussion 
of  its  pattern  of  development.  The  purpose  of  this  section  was  to  pro- 
vide the  background  useful  for  a fuller  appreciation  of  the  underlying 
causes  and  presumptions  of  interperiod  income  tax  allocation.  Partic- 
ular attention  was  directed  to  the  interplay  between  the  A1CPA  and  the 
SEC  in  the  developing  pattern  of  the  controversy. 

The  History  of  AICPA  Pronouncements  on 
income  Tax  Allocation 


Prior  to  the  Second  World  War,  the  major  issue  touching  on 
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income  tax  postponements  concerned  the  inherent  qualities  of  corpora- 
tion income  taxes.  Were  taxes  ordinary  business  costs  or  distribu- 
tions of  earnings?  Accounting  Reaearch  Bulletin  No. 23  issued  by  the 
Committee  on  Accounting  Procedure  of  the  A! CPA  in  December,  1944,  was 
the  first  official  statement  advocating  interperiod  income  tax  alloca- 
tion* In  ARB  No.  23,  income  taxes  were  assumed  to  be  costs  of  business 
operations:  "Income  taxes  are  an  expense  which  should  be  allocated,  when 
necessary  and  practicable,  to  income  and  other  accounts,  as  other  ex- 
penses are  allocated."  The  question  of  whether  or  not  income  taxes  are 
ordinary  business  costs  is  basic  to  the  interperiod  income  tax  alloca- 
tion question. 

If  taxes  are  business  operating  costs,  there  is  a question  as 
to  the  period  in  which  the  tax  cost  is  to  be  reported.  That  is,  the 
tax  postponement  problem  is  a timing  problem.  In  Chapter  V,  consider- 
ation is  given  to  the  question  of  whether  it  may  also  be  a problem  of 
measurement.  The  basic  argument  for  interperiod  income  tax  allocation, 
however,  rests  upon  the  assumption  that  income  taxes  are  ordinary  busi- 
ness costs.  If  taxes  are  a distribution  of  earnings,  the  arguments  in 
favor  of  interperiod  income  tax  allocation  are  without  force  (13).  Af- 
ter having  asserted  the  basic  nature  of  taxes,  ARB  No.  23  went  on  to 
other  considerations:  "It  has  also  been  suggested  that  allocation  would 

require  a determination  of  the  effect  of  the  tax  on  every  separate  trans- 
action. No  such  need  arises;  all  that  is  necessary  in  making  an  alloca- 
tion is  to  consider  the  effect  on  taxes  of  those  special  transactions 
which  are  not  reflected  in  the  income  statement." 


Almost  a quarter  of 
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a century  later,  such  a view  seems  almost  visionary  in  its  relevance 
to  the  relationship  of  tax  and  financial  reporting. 

When  AR3  No.  23  was  rewritten  in  1953,  as  Chapter  10  B of  ARB 
N°-  43,  the  introduction  carried  this  statement:  "The  section  does 
not  apply  where  there  is  a presumtion  that  particular  differences  be- 
tween the  tax  return  and  the  income  statement  wi 1 1 recur  regularly  over 
a comparatively  long  period  of  time."  This  emphasis  which  limited  tax 
postponements  to  non-recurring  tax  timing  differences  was  consistent 
with  the  prior  view  of  ARB  No.  23.  and  also  with  the  later  view  of 
ARB  No.  44.  In  the  former  the  major  example  of  tax  allocation  had  been 
the  amortization  of  emergency  war  facilities.  Thus  interperiod  income 
tax  allocation  and  the  concomitant  reporting  of  postponed  income  taxes, 
came  to  be  supported  by  the  A1CPA  as  a means  of  handling  differences 
between  tax  law  and  accounting  principles.  Initially,  the  view  was  that 
tax  timing  differences  that  recur  with  some  regularity  introduce  no 
difficulty  and  do  not  require  allocation.  Tax  allocation  at  the  be- 
ginning was  limited  in  concept  to  unusual  tax  timing  differences  with 
short-run  predictable  behavior. 

Even  with  the  narrow  scope  of  the  original  definition,  the 
criticism  of  interperiod  income  tax  allocation  at  that  time  wa s con- 
siderable. A major  portion  of  the  criticism  directed  at  ARB  No.  23, 
as  previously  noted  was  focused  on  the  lack  of  justification  of 
taxes  as  business  costs  (14).  Further  consideration  of  this  point  ap- 
pears in  Chapter  IV.  Still,  even  if  income  taxes  are  assumed  to  be 
business  operating  costs  there  is  still  the  question  of  whether  such 
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costs  can  be  allocated  between  periods.  That  is  to  say,  there  are 
some  who  accept  the  notion  that  income  taxes  are  costs  of  business 
yet  who  do  not  accept  interperiod  allocation  of  income  taxes. 

Income  taxes,  it  is  contended,  cannot  be  matched  with  a par- 
ticular product  or  a particular  sales  revenue  because  there  is  no  re- 
lation between  tax  costs  and  the  productive  process  (15).  Taxable  in- 
come then  is  viewed  as  a unique  measurement  because  the  criteria  for 
tax  measurement  rules  are  unique.  Moreover,  tax  costs  are  unique  be- 
cause they  are  costs  over  which  management  has  no  control.  That  is, 
tax  costs  are  coerced  (16).  Because  of  these  unique  characteristics, 
attempts  to  measure  the  amount  of  taxes  postponed  during  a period  may 
become  quite  complicated  (17).  In  more  recent  years,  there  has  been 
a tendency  for  proponents  to  concede  that  tax  costs  are  dependent  on 
taxable  income  measurements  and  that  these  costs  bear  no  direct  re- 
lationship to  the  operations  of  the  business.  Proponents  would  argue, 
however,  that  interperiod  income  tax  allocation  of  tax  timing  dif- 
ferences are  necessary  because  of  the  tax  effects  on  earnings  (18). 

While  the  principal  criticism  of  ARB  No.  23  concerned  the 
assertion  of  the  nature  of  income  taxes,  other  objections  were  also 
raised.  The  accounting  staff  of  the  SEC  at  that  time  contended  that 
interperiod  income  tax  allocation  caused  distortions  on  the  financial 
statements.  The  Commission  took  the  rather  extreme  view  that  changes 
in  reported  earnings  equal  to  the  amount  of  postponed  tax  payments 
tended  to  smooth  or  normalize  earnings  instead  of  reporting  objective 
verifiable  events  (19).  Since  that  time,  of  course,  the  SEC  has 
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recognized  the  limitations  of  viewing  the  financial  statements  as 
collections  of  objective  verifiable  events  (20). 

No  official  position  on  interperiod  income  tax  allocation  was 
taken  in  publications  of  the  AAA  during  this  time.  The  most  that  the 
AAA  did  was  to  caution  against  the  confusion  of  tax  measurements  with 
financial  income  measurements  (21).  In  sum,  while  interperiod  income 
tax  allocation  was  actively  debated  by  accountants,  little  was  said 
by  its  opponents  that  deterred  its  implementation  in  practice.  There 
may  have  been  two  reasons  for  this.  One,  the  major  argument  against 
tax  allocation  at  that  time  concerned  the  basic  nature  of  taxes,  and 
most  businessmen  at  that  time  tended  to  view  income  taxes  as  business 
costs  (22).  Second,  because  the  problem  of  tax  differences  tended 
to  occur  only  in  isolated  instances  to  a relatively  few  companies,  it 
did  not  have  a major  impact.  However,  with  growing  tax  rates  and  ex- 
tensive tax  regulation,  the  materiality  and  applicability  of  the  prob- 
lem became  intensified.  A new  major  impetus  came  with  the  approval 
of  accelerated  depreciation  for  tax  purposes  by  the  1954  Internal 
Revenue  Code. 

The  Recent  Pattern  of  the 
Cont  roversy 

It  was  clearly  recognized  when  ARB  No.  44  was  issued  in  Octo- 
ber, 1954,  that  using  straight-line  depreciation  for  financial  account- 
ing purposes  and  accelerated  depreciation  for  tax  purposes  raised  the 
question  of  timing  the  tax  cost.  Tax  allocation  was  recommended  by 
ARB  No,  44,  but  restricted  to  cases  where  the  number  of  years  of  de- 
ferral was  not  great.  It  was  concluded  in  the  bulletin  that  postponed 
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income  taxes,  "need  not  be  recognized  in  the  accounts  unless  it  is  rea- 
sonably certain  that  the  reduction  in  taxes  during  the  earlier  years  of 
use  of  the  declining-balance  method  for  tax  purposes  is  merely  a de- 
ferment of  income  taxes  until  a relatively  few  years  later,  and  then 
only  if  the  amounts  are  clearly  material."  In  an  article  explaining 
ARB  No.  44,  the  AICPA  Research  Department  stated  that  the  strongest 
case  for  interperiod  income  tax  allocation  is  one  involvinq  single 
units  of  property.  It  was  strongly  implied  that  it  was  only  in  this 
special  case  that  tax  timing  differences  led  to  tax  postponement:  "When 
consideration  is  given  to  all  the  complications  inherent  in  such  an  in- 
definite postponement  tax  allocation  will  not  seem  to  be  a necessary  ac- 
companiment to  the  use  of  the  declining-balance  method  in  a great  many 
cases"  (23).  Thus,  the  conclusions  of  the  AICPA  pronouncements  through 
ARB  No.  m-4  recognized  that  in  the  ordinary  case,  tax  costs  are  related 
to  the  period  in  which  the  tax  was  levied. 

When  ARB  No,  44  was  revised  in  July,  1958,  however,  the  presump- 
tion in  favor  of  using  actual  tax  costs  in  the  ordinary  situation  was 
replaced  by  a presumption  that  the  amount  of  postponed  taxes  should  be 
reported  whenever  tax  timing  differences  result  from  the  adoption  of 
tax  provisions  for  liberalized  depreciation.  It  contained  a recommend- 
ation for  interperiod  income  tax  allocation  regardless  of  the  number  of 
years  of  tax  postponement.  In  fact,  it  was  acknowledged  in  the  bulletin 
that  the  tax  postponement  can  build  up  and  later  level  off  under  some 
circumstances.  In  the  case  of  expanding  business,  notice  was  given  to 
the  tendency  of  tax  postponements  to  continue  to  accumulate  indefinitely. 
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It  was  assumed  in  the  bulletin,  however,  that  tax  differences  in  the 
ordinary  case  tended  to  be  temporary. 

There  was  considerable  criticism  of  this  recommendation  within 
the  accounting  profession.  According  to  the  argument  in  the  revised 
version  of  ARB  No.  44,  the  differences  were  postponements.  That  is, 
temporary  differences  that  eventually  would  be  resolved  were  being  al- 
located, though  in  some  cases  they  might  be  reduced  only  after  an  ex- 
tended period.  Critics  of  the  revision  stressed  the  great  degree  of 
uncertainty  in  the  likelihood  that  the  tax  timing  differences  would 
ever  be  resolved. 

It  has  been  stated  that  the  compelling  reason  for  revising 
ARB  No.  44  was  to  match  tax  costs  with  current  revenue.  The  AICPA  Com- 
mittee on  Accounting  Procedures  had  recommended  in  Chapter  10  B of  ARB 
No.  43  that  income  taxes  be  allocated  as  other  expenses  are  allocated. 
This  involves  the  accounting  principle  of  matching  in  which  costs  are 
usually  assumed  to  be  incurred  in  expectation  of  earning  revenue,  it 
appears  to  be  difficult  to  conceptualize  the  behavior  of  taxes  so  that 
they  conform  to  this  notion. 

Income,  the  difference  between  revenues  and  expenses,  is  a 
measurement  used  to  determine  if  operating  costs  have  been  justifiably 
expended.  Expenses  in  this  context  may  be  viewed  as  outlays  made  in 
anticipation  of  the  earning  of  revenue.  If  it  is  assumed  that  taxes 
have  the  characteristics  of  ordinary  expenses,  then  tax  costs  are  in- 
curred in  anticipation  of  the  revenues  they  produce. 

But  the  revenues  may  not  be  directly  related  to  the  tax  costs. 
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It  may  be  difficult  to  find  a direct  association  between  the  tax 
payment  of  the  period  and  the  operating  revenue  of  the  period.  Hen- 
drickson has  noted  that  in  the  ordinary  case  of  matching  expenses  with 
revenue  if,  “there  is  an  inability  to  find  any  direct  association  with 
revenue,  but  if  the  expenses  are  necessary  for  over-all  operations,  they 
should  be  charged  to  the  current  period"  (24).  Thus, critics  of  the  re- 
vision of  ARB  Mo.  44  asked  how  current  revenues  could  be  matched  with  a 
cost  that  had  not  occurred  nor  whose  occurrence  was  even  predictable. 

The  allocation  of  an  expense  to  a time  period  is  consistent  with  the 
matching  concept  only  to  the  extent  that  such  allocation  is  based  on 
evidence  of  its  likelihood.  When  there  is  a lack  of  evidence  of  present 
or  future  association  of  the  expense  to  the  revenue,  the  ordinary  pre- 
sumption would  be  to  charge  the  expense  outlay  to  the  current  period. 

Proponents  of  interperiod  income  tax  allocation,  however,  de- 
clared that  the  matching  principle  was  a major  reason  for  the  revi- 
sion of  AR3  No.  44.  The  matching  concept  was  not  different  it  was 
said;  it  was  the  method  of  application  that  had  been  varied.  The  lead- 
ing principle  of  accounting  for  taxes  came  to  be:  “Let  the  tax  follow 
the  income"  (25).  Tax  costs  were  to  be  allocated  to  the  period  in  which 
revenues  and  expenses  responsible  for  the  income  tax  occurred  for  fi- 
nancial purposes.  This  was  the  view  of  the  revised  version  of  ARB  No. 
44.  From  an  operational  standpoint,  the  result  of  the  bulletin  was  that 
tax  costs  were  allocated,  regardless  of  the  number  of  years  of  postpone- 
ment, on  the  basis  of  timing  differences  between  taxable  income  and  fi- 
nancial income.  This  emphasized  the  income  statement  effect  of  tax 


timing  differences.  It  is  noteworthy  that  the  most  active  interest  in 
the  income  statement  effect  of  tax  timing  differences  was  shown  by  the 
SEC. 

In  the  years  1956,  1957,  and  1958,  the  SEC  gradually  changed 
from  an  early  position  of  opposing  interperiod  income  tax  allocation 
(26),  to  a position  of  active  support.  By  1958,  the  SEC  had  concluded 
that  income  distortion  resulted  if  taxes  were  not  allocated  (27).  Ac- 
cording to  the  Commission  it  was  important  to  recognize  that  reported 
earnings  were  used  by  investors  to  forecast  future  earnings.  Without 
interperiod  income  tax  allocation,  the  SEC  believed  that  financial  in- 
come tended  to  mislead  investor  expectations.  The  interest  of  the  Com- 
mission was  largely  in  allocation,  then,  and  not  on  notions  of  matching 
or  any  accounting  methodology.  The  interest  of  the  SEC  was  focused  on 
the  effects  of  tax  costs  on  financial  income,  particularly  on  the  final 
income  figure,  as  it  is  used  by  investors.  The  chief  accountant  for 
the  SEC  stated  in  1958  that  failure  to  allocate  taxes,  "would  make 
the  statements  seriously  misleading"  (28).  So,  in  the  opinion  of  the 
SEC,  decreased  tax  payments  in  the  ordinary  instance  should  not  be  al- 
lowed to  result  in  an  increase  in  reported  earnings.  The  Commission 
stated  that  no  changes  in  production  or  in  operating  efficiency  oc- 
curred in  the  ordinary  situation  which  corresponded  with  changes  in 
reported  earnings  (29). 

Management  acts  resulting  in  reduced  tax  assessments  were  not 
related,  according  to  the  SEC  view,  to  improved  operating  efficiency 
of  the  enterprise.  The  SEC  held  that  the  effects  of  tax  differences 
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on  reported  earnings  tended  to  mislead  investor  forecasts  if  tax  costs 
were  not  allocated.  There  was  considerable  reaction  to  the  SEC  position 
because  of  the  impact  of  the  SEC  requirement  of  interperiod  income  tax 
allocation  on  financial  statements  filed  with  the  Commission.  Particu- 
lar attention  was  directed  to  the  Commission's  view  toward  the  signi- 
ficance of  the  final  income  figure  to  statement  users.  It  was  pointed 
out  that  the  Commission  did  not  argue  in  terms  of  matching  costs  and 
revenues.  The  concern  of  the  Commission  was  that  reducted  tax  assess- 
ments were  not  a reasonable  cause  for  corresponding  increases  in  re- 
ported earnings;  the  focus  was  on  the  final  income  figure  and  its  use 
by  investors. 

The  SEC's  view  on  interperiod  income  tax  allocation  appears  to 
be  separated  from  the  basic  AICPA  tax  allocation  thesis  principally  be- 
cause it  was  enunciated  without  reference  to  an  accounting  theoretical 
framework,  and  further,  because  it  implicitly  assumes  that  income  taxes 
are  distributions  of  earnings  rather  than  operating  costs.  If  tax  costs 
are  to  be  treated  as  ordinary  operating  costs,  as  the  AICPA  has  assumed, 
then  higher  tax  costs  reduce  reported  earnings  while  lower  tax  costs 
increase  reported  earnings.  Since  the  Commission  rejected  this  conclu- 
sion, they  implicitly  assumed  that  tax  costs  are  distributions  of  earn- 
i ngs . 

The  SEC's  views  on  the  importance  of  the  final  earnings  figure 
and  the  lack  of  association  between  reduced  tax  assessments  and  earnings 
caused  much  comment  in  the  literature.  According  to  critics  too  much 
emphasis  had  been  put  on  the  significance  of  the  final  income  figure. 
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it  was  noted  that  it  is  the  data  which  produce  the  figure  that  should 
be  observed,  rather  than  the  final  figure.  Those  who  rely  on  final 
earnings  and  earnings  per  share,  the  critics  declared,  should  be  edu- 
cated to  realize  the  inadequacies  of  these  data  (30). 

It  was  also  noted  that  one  of  management's  responsibilities  is 
to  minimize  the  present  value  of  the  stream  of  tax  payments,  usually 
by  taking  expense  deductions  as  soon  as  possible.  Davidson  has  sug- 
gested that  this  means  "that  in  those  cases  where  management  is  not 
using  the  sum-of-the-year ' s digits  or  double  declining-balance  method 
of  depreciation  for  tax  purposes,  they  should  be  held  suspect  until 
they  indicate  the  special  reason  for  not  doing  so"  (31).  If  it  is  wise 
for  managerial  policy  to  accelerate  expense  deductions  for  tax  purposes, 
critics  contend  it  is  wrong  for  the  SEC  to  oppose  the  reflection  of  such 
policy  in  the  determination  of  income. 

Emphasis  in  the  first  part  of  this  chapter  was  on  the  complex 
relationship  between  tax  policy  and  appropriate  income  tax  reporting 
in  the  financial  statements.  For  a number  of  reasons.  Congress  has 
typically  paid  little  attention  to  generally  accepted  accounting  prin- 
ciples when  establishing  tax  policy.  A major  objective  underlying  the 
revision  of  ARB  No.  44  was  to  establish  uniform  procedures  for  account- 
ing for  tax  timing  differences  resulting  from  liberalized  depreciation 
provisions  in  the  tax  law.  Under  such  circumstances  new  accounting 
problems  could  be  expected  whenever  there  were  changes  in  the  tax  law, 
so  that  items  besides  accelerated  depreciation  gave  rise  to  income  tax 
postponements.  Certainly  this  seems  to  have  been  the  major  difficulty 
in  reporting  tax  costs  in  the  1 9<S0 1 s . 
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Recent  Events  ?n  the  Controversy 

In  the  fall  of  1962,  Congress  approved  an  investment  tax-credit, 
which  provided  for  an  immediate  reduction  in  income  taxes  by  as  much  as 
7 per  cent  of  the  cost  of  eligible  assets.  The  basis  of  such  assets 
for  subsequent  tax  depreciation  was  reduced  by  the  amount  of  the  credit. 
That  is,  the  basis  of  such  assets  is  reduced  to  93  per  cent  of  the  as- 
set's cost  if  the  maximum  credit  applies.  In  December,  1962,  the  Ac- 
counting Principles  Board  recommended  in  Accounting  Principles  Board 
Opinion  No.  2 that  the  effect  of  the  investment  tax-credit  be  spread 
over  the  useful  lives  of  assets  to  which  the  credit  applies  (32).  The 
Board  preferred  that  the  credit  be  reflected  on  the  financial  statements 
by  reducing  the  net  asset  amount  with  an  offsetting  account.  This  net- 
of-tax  method  is  based  on  the  notion  that  the  net  price  represents  the 
original  value  of  the  asset.  The  argument  is  that  in  many  cases  there 
may  be  no  evidence  that  the  asset  would  have  been  acquired  if  an  in- 
vestment tax-credit  had  not  been  anticipated.  The  investment  tax-credit 
was  anticipated  in  the  agreement  to  purchase  the  asset  so  that,  "the 
original  price  of  the  asset  can  be  measured  by  its  net  cost  to  the  firm — 
the  invoice  price  less  the  tax-credit"  (33).  That  is,  the  tax  effect 
of  the  credit  was  to  be  reflected  in  the  accounts,  according  to  the 
recommendation  of  the  Accounting  Principles  Board,  as  an  offset  against 
the  related  asset  account.  The  Board  also  accepted  an  alternative 
method  in  which  the  tax-credit  was  reflected  in  the  accounts  as  a de- 
ferred credit. 

Several  members  of  the  1962  Accounting  Principles  Board,  who 
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favored  reflecting  a significant  portion  of  the  investment  tax-credit 
in  current  income,  dissented  from  the  majority's  opinion.  Some  opposed 
spreading  the  credit  over  the  life  of  the  related  asset,  and  argued 
that  only  temporary  tax  timing  differences  should  be  allocated.  In 
their  view,  about  half  of  an  investment  tax-credit  represented  a per- 
manent tax  difference.  Permanent  tax  differences  they  said,  are  in  ef- 
fect, tax  reductions,  and  should  be  handled  using  the  flow-through 
method.  Accordingly,  the  dissenting  minority  of  the  1 962  Accounting 
Principles  Board  recommended  that  53  per  cent  of  the  credit  be  allocated 
like  other  tax  timing  differences,  and  that  48  per  cent  be  treated  as 
a reduction  of  the  tax  in  the  year  the  credit  was  granted.  The  SEC 
found  either  method  acceptable,  and  many  businessmen  adopted  the  method 
recommended  by  the  minority  view  (34).  Confusion  arose  because  Opinion  No. 
2 had  not  achieved  general  acceptance.  The  situation  was  muddled  still 
more,  when  Congress  passed  the  Revenue  Act  of  1964.  Under  the  1964  Act, 
Congress  eliminated  the  requirement  for  reduction  of  the  related  asset's 
tax  basis.  This  made  the  full  credit  available  to  reduce  tax  cost. 

In  December,  1964,  the  A1CPA  issued  Accounting  Principles  Board 
Opinion  No.  4.  The  Board  did  not  concede  that  its  original  reasoning 
in  Opinion  No.  2 was  in  error.  It  did  recognize  that  Opinion  No.  4 was 
necessary  because  Opinion  No,  2 had  not  attained  a degree  of  accepta- 
bility to  make  it  authoritative.  It  stated  that  the  previous  recommenda- 
tion in  Opinion  No.  2 to  allocate  the  investment  tax-credit  should  be 
considered  the  preferable  method,  but  that,  "the  alternative  method  of 
treating  the  credit  as  a reduction  of  Federal  Income  taxes  of  the  year 


49 


in  which  the  credit  arises  is  also  acceptable"  (35).  That  is,  the 
Accounting  Principles  Board  in  Opi ni on  No.  4 recognized  f low-through 
accounting  for  the  investment  tax-credit  as  an  acceptable  alternative 
to  interperiod  allocation  of  the  investment  tax-credit.  Corporations 
could  either  spread  the  effect  of  the  credit  over  the  life  of  the  as- 
set, or  it  could  increase  income  of  one  year  by  the  total  amount  of 
the  investment  tax-credit.  Either  had  been  acceptable  to  the  SEC 
previously,  and  after  Opinion  No.  4,  either  method  was  considered  to 
be  generally  acceptable  by  the  A1CPA. 

This  state  of  affairs  may  be  viewed  from  several  different 
vantage  points.  In  regard  to  its  general  effect  on  the  profession  of 
accountancy,  it  has  been  limited  both  by  those  who  favor  interperiod 
allocation  of  the  investment  tax-credit  (36),  and  by  those  who  favor 
use  of  the  flow-through  method  to  handle  the  investment  tax-credit 
(37)-  The  former  bemoans  the  dangerous  precedent  in  establishing 
recommendations  on  the  basis  of  pressure  from  other  organizations. 

The  latter  regrets  the  unresponsiveness  of  the  Accounting  Principles 
Board  to  the  opinion  of  business  management  in  formulating  its  own 
opinions.  Additionally,  there  may  be  some  benefit  in  examining  the 
investment  tax-credit  quandary  from  a different  point  of  view.  Often, 
accounting  for  investment  tax-credits  is  differentiated  from  account- 
ing for  tax  postponements  because  it  is  not  "essential  to  the  discussion 
of  interperiod  income  tax  allocation"  (38),  or  it,  "is  not  the  same  in 
terms  of  its  significance  or  in  terms  of  its  relation  to  tax  cost"(39). 

For  purposes  of  this  study,  that  is,  in  terms  of  the  measurement 
aspect  of  reporting  taxes  on  the  financial  statements,  accounting 
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treatment  rules  for  handling  the  investment  tax-credit  may  be  examined, 
as  any  other  difference  between  tax  reporting  and  financial  reporting, 
in  regard  to  its  effect  on  the  periodic  tax  costs  reported  for  finan- 
cial statement  purposes.  That  is,  the  investment  tax-credit  affects 
financial  income  and  is  related  to  tax  reporting  choices  made  by  corp- 
oration management.  Operationally,  there  would  appear  to  be  many  simi- 
larities between  accounting  for  investment  tax-credits  and  accounting  for 
other  items  involved  in  tax  allocation.  Additional  reasons  for  con- 
sidering investment  tax-credits  with  other  items  involved  in  interperiod 
income  tax  allocation  are  given  in  Chapter  V.  There  it  is  shown  why 
the  model  used  to  test  the  impact  of  postponed  taxes  on  financial  state- 
ments was  developed  to  include  data  on  investment  tax-credits  as  well 
as  liberalized  tax  depreciation  methods  and  other  items  involved  in 
tax  allocation.  It  may  be  important,  then,  to  notice  the  role  invest- 
ment tax-credits  have  played  in  the  over-all  pattern  of  development  of 
the  financial  reporting  of  income  taxes. 

Admittedly,  the  principles  of  accounting  for  taxes  were  quite 
muddled  after  Opinion  No.  4.  In  May,  1966,  the  AICPA  published  Account- 
ing Research  Study  No.  9.  dealing  with  the  whole  subject  of  interperiod 
income  tax  allocation,  as  a prelude  to  a more  meaningful  pronouncement 
by  the  Accounting  Principles  Board.  Early  in  ARS  No.  9,  however,  the 
author  notes  that  the  study  is  based  on  two  assumptions:  "(l)  income 
taxes  are  expenses  rather  than  distributions  of  income,  and  (2)  income 
taxes  are  to  be  allocated  to  applicable  periods"  (40) . The  later  as- 
sumption, of  course,  has  as  its  corollary  that  tax  timing  differences 
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are  to  be  disclosed  as  postponed  income  taxes.  Critics  of  the  study 
were  quick  to  note  its  weaknesses.  Not  only  did  the  study  fail  to  deal 
with  such  fundamental  questions  as  the  nature  of  income  tax  costs  and 
the  validity  of  tax  allocation  notions,  but  also  it  was  stated  that, 

"the  study  does  not  deal  with  the  practical  problems,  or  possible  legal 
questions  that  might  arise  if  the  conclusions  of  this  study  are 
adopted" (41 ) . 

Criticism  was  also  directed  toward  one  of  the  major  conclusions 
of  ARS  No.  9.  It  was  concluded  in  the  study  that,  "Interperiod  in- 
come tax  allocation  procedures  should  be  applied  comprehensively,  that 
is,  to  all  material  timing  differences  between  pretax  accounting  in- 
come and  taxable  income  including  those  of  a recurring  nature  over  rela- 
tively long  periods  of  time"  (42).  Thus  ARS  No.  9 had  as  one  of  its 
conclusions  that  comprehensive  interperiod  income  tax  allocation  was 
to  be  used  in  reporting  financial  tax  costs.  This  is  the  method  which, 
in  the  revision  of  ARB  No.  44, was  required  for  most,  though  not  all  major 
items  giving  rise  to  postponed  taxes.  Many  businessmen,  public  account- 
ants and  government  officials  were  critical  of  this  conclusion  of  the 
study  and  urged  that  it  not  be  published.  In  this  regard  Davidson 
noted  that  comprehensive  tax  allocation  was  opposed  because,  "it  im- 
poses a straitjacket  of  arbitrary  uniformity  in  situations  where  sub- 
stantial economic  differences  may  exist  and  results  in  financial  state- 
ment presentations  which  may  be  misleading"  (43).  Nevertheless,  despite 
such  criticisms,  ARS  No.  9 was  published  in  May,  1 966 . 


In  December,  19&7,  the  Accounting  Principles  Board  Opinion  No.  11 
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was  published  which  incorporated  the  analyses  of  ARS  No.  9.  In 
particular,  it  was  recommended  in  Opinion  No . 11  that  interperiod 
income  tax  allocation  procedures  be  applied  comprehensively  in  re- 
porting income  taxes  on  the  financial  statements.  The  Accounting 
Principles  Board  concluded  in  Opinion  No.  11  that  "interperiod  tax 
allocation  is  an  integral  part  of  the  determination  of  income  tax  ex- 
pense, and  income  tax  expense  should  include  the  tax  effects  of  reve- 
nue and  expense  transactions  included  in  the  determination  pre-tax 
accounting  income"  (44).  This  sounds  similar  to  the  view  expressed 
previously  in  1958  in  paragraph  seven  of  ARB  No.  44  (revised): 
"recognition  of  deferred  income  taxes  in  the  general  account  is  needed 
to  obtain  an  equitable  matching  of  costs  and  revenues  and  to  avoid  in- 
come distortions,  even  in  those  cases  in  which  the  payment  of  taxes 
is  deferred  for  a relatively  long  period"  (45). 

Is  Opi nion  No.  11  a reiteration  of  the  views  expressed  in  the 
revised  version  of  ARB  Mo . 44?  The  likelihood  would  not  appear  to  be 
great  for  several  reasons.  It  has  already  been  shown  that  the  criti- 
cism received  by  the  revision  of  ARB  No.  44  was  significant  and  wide- 
spread. Additionally,  in  the  interim,  the  divergence  between  tax  ac- 
counting rules  and  generally  accepted  accounting  principles  has  con- 
tinued to  increase.  Since  1958,  there  has  also  been  an  increasing 
awareness  among  financial  analysts  and  businessmen  of  the  importance 
to  enterprises  financial  operations  of  leverage  and  funds  flow  (46). 
Concomitantly  the  impact  of  Federal  tax  policy  on  business  corporations 
has  increased  its  effect  on  enterprise  leverage  and  funds  flow.  With 
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this  background  it  seems  more  likely  that  important  changes  would  take 
place  in  accounting  treatment  rules  for  reporting  taxes,  than  that  the 
older  treatments  would  continue  to  be  relevant.  Nevertheless,  a major 
conclusion  of  the  1 967  Accounting  Principles  Board  was  that  the  income 
tax  allocation  principles  devised  in  the  second  version  of  ARB  No.  44 
be  extended. 

What  multitude  of  adjustments,  one  might  ask,  were  included 
in  Opinion  No.  11  to  surmount  the  ascribed  deficiencies  of  interperiod 
tax  allocation?  Do  the  recommendations  of  the  1 967  Accounting  Princi- 
ples Board  portend  an  easing  of  the  problems  encountered  in  reporting 
postponed  taxes?  What  do  the  conclusions  of  Opi ni on  No.  11  signify 
in  regard  to  the  presentation  of  taxes  in  the  financial  statements? 
Questions  such  as  these  center  on  the  operational  distinctiveness  of 
Opinion  No.  11  as  compared  with  previous  A1CPA  views  and  other  views 
expressed  in  financial  literature.  In  what  ways  will  current  tax  re- 
porting treatments  be  affected?  In  the  next  section,  tax  allocation 
data  from  recent  corporation  annual  reports  are  used  to  illustrate 
some  of  the  present  deficiencies  in  financial  tax  treatment  rules.  In 
Chapter  IV,  attention  is  directed  to  specific  recommendations  of  the 
1967  Accounting  Principles  Board  relative  to  reporting  income  taxes. 

I terns  Giving  Rise  to  Postponed  Taxes  on 
the  Financial  Statements 

There  were  probably  many  accountants  who  expected  Opinion  No ■ 11 
to  culminate  the  extensive  and  prodigious  literature  that  exists  con- 
cerning interperiod  income  tax  allocation.  A cursory  examination  of 
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the  opinion  would  seem  to  indicate  otherwise.  A tentative  view  might 
be  taken  that  there  are  relatively  so  few  differences  between  ARB  No. 

44  (Revised)  and  Opi nion  Mo.  11  that  the  latter  tends  more  to  cement 
the  former  than  to  culminate  the  tax  allocation  research  efforts  of  the 
last  decade.  In  any  event,  there  is  a need  to  examine  the  reporting  of 
income  taxes  in  regard  to  their  relationship  to  the  financial  presenta- 
tion of  postponed  taxes.  First,  however,  consideration  is  given  to  the 
problems  arising  from  the  wide  diversity  that  exists  in  the  current  fi- 
nancial statement  presentation  of  postponed  taxes. 

Diversity  in  the  Appl i cat ? on  of  Interperiod 
Income  Tax  Allocation  Principles 

Tax  postponements  arise  where  there  are  material  variations  in 
the  accounting  treatment  for  income  tax  purposes  as  opposed  to  the  ac- 
counting treatment  for  financial  statement  purposes.  Thus,  as  shown  in 
Table  2 there  are  many  items  which  result  in  the  postponement  of  in- 
come taxes,  but,  four  principal  items  give  rise  to  postponed  taxes  (47). 
These  items  are  the  investment  tax-credit,  the  use  of  shorter  asset 
lives  for  tax  reporting  purposes  only,  the  use  of  the  investment  sales 
method  for  tax  reporting  purposes  only,  and  the  use  of  accelerated  de- 
preciation for  tax  reporting  purposes  only.  There  are  other  tax  re- 
porting practices  that  result  in  a temporary  divergence  between  taxable 
and  financial  income,  but  these  four  have  been  more  widely  adopted. 

Thus, postponed  taxes  arise  more  frequently  from  these  four  items  than 
from  any  others.  For  that  reason,  financial  presentations  of  postponed 
taxes  arising  from  those  sources  were  used  to  examine  the  deficiencies 
of  methods  used  to  report  postponed  income  taxes. 


55 


TABLE  2 

TYPES  OF  ITEMS  GIVING  RISE  TO 
POSTPONED  INCOME  TAXES 


1965 

1963 

I960 

1955 

Emergency  Facilities 

7 

13 

20 

31 

1 nstal lment  Sales 

31 

21 

12 

3 

1 nvestment  T ax-C  red i t 

65 

240 

0 

0 

Mine  Development  Costs 

5 

4 

4 

2 

Liberal  Depreciation 

350 

291 

65 

7 

Earnings  of  Foreign 
Compani es 

12 

10 

6 

0 

Total 

1 terns  470 

579 

107 

43 

Source  of  Data: 

American  Institute  of 

Certi f i ed 

Publ i c 

Account i ng, 

Trends  and 

Techniques, 

1962-1966,  : 

Section  2: 

Posi tion 

State- 

ment . 
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Investment  Tax -Credits 

Postponed  taxes  resulting  from  investment  tax-credits  have  oc- 
curred with  increasing  frequency  since  it  was  approved  by  Congress  in 
the  fall  of  1962.  A note  to  the  1967  Annual  Report  of  Pennsalt  Chemi- 
cals Corporation  described  investment  tax-credits  and  the  resulting  tax 
postponements: 


PENNSALT  CHEMICALS  CORPORATION 

Position  Statement 

(above  stockholders'  equity) 

Deferred  Federal  income  taxes $12,336,000 

Notes  to  Consolidated  Financial  Statements 

Deferred  Federal  Income  Taxes:  Deferred  Fed- 
eral income  tax  expense  includes  the  investment 
credit,  net  of  amortization,  of  $1,098,000  in 
1967  and  $461,000  in  1966.  The  unamortized  accum- 
ulated investment  credits  will  be  reflected  in  net 
earnings  over  the  expected  productive  lives  of  the 
facilities  which  created  the  credits.  Deferred 
Federal  income  tax  expense  also  includes  taxes  of 
$676,000  in  1967  and  $474,000  in  1966  applicable 
to  the  excess  of  tax  over  book  depreciation. 

I ncome  Statement 


(000  omi tted) 
1967  1966 


Earnings  before  income  taxes 
Federal,  state  and  other 

. $24,831 

$23,328 

i ncome  taxes 

Current  provision 

10,268 

9,424 

Deferred  Federal  income  tax 

. 1,431 

1 , 226 

NET  EARNINGS 

$13,132 

$12,678 

The  procedure  used  by  Pennsalt  Chemicals  Corporation  to  account 
for  investment  tax-credits,  is  the  procedure  preferred  by  the  1962  Ac- 
counting Principles  Board  in  Opi nion  No.  2 and  the  1964  Accounting  Prin- 
ciples Board  in  Opinion  No . 4 . Using  this  procedure  the  investment  tax- 


credits  are  amortized  over  the  lives  of  the  related  assets.  In  the  case 
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of  Pennsalt  Chemicals  Corporation  the  allocated  investment  tax-credits 
were  9.4  per  cent  of  the  total  income  tax  reported  for  financial  pur- 
poses. That  is,  although  about  52  per  cent  of  before-tax  earnings 
were  charged  to  income  tax  expense,  $1,098,000  of  the  taxes  arose  from 
the  accounting  treatment  of  amortizing  the  investment  tax-credit.  Such 
facts  are  reasonably  clear  in  the  financial  presentation  of  taxes  in 
the  Annual  Report  of  the  Pennsalt  Chemicals  Corporation.  However,  in- 
asmuch as  there  is  an  alternative  acceptable  method,  it  would  seem  im- 
portant to  disclose  the  decision  of  management  to  amortize  the  credit 
rather  than  flowing  the  credit  through  to  increase  reported  earnings 
by  $1,098,000. 

Many  corporations  have  adopted  an  alternative  method  for  re- 
porting investment  tax-credits  in  the  financial  statements.  The  Ac- 
counting Principles  Board  in  Opinion  No.  4 had  recognized  as  an  ac- 
ceptable alternative  to  interperiod  allocation  a method  allowing  the 
investment  tax -credit  to  flow  through  to  net  income.  In  Accounti ng 
Trends  and  Techniques,  1966  the  results  of  a survey  were  published  show- 
ing that  only  61  of  the  600  companies  included  in  the  survey  amortized 
the  credit  (48).  The  majority  of  the  companies,  that  is  326  of  the  600 
companies,  used  the  flow-through  method  to  account  for  some  portion  of 
the  investment  tax-credit.  Classifications  for  twelve  different  versions 
of  the  two  acceptable  methods,  and  combinations  thereof,  were  required 
to  keep  track  of  the  various  methods  revealed  in  the  survey. 

Some  indication  is  given  in  the  survey  of  the  difficulties  fac- 
ing financial  statement  users  in  regard  to  the  investment  tax -credit  and 
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inter-company  comparisons.  Twenty-seven  of  the  600  companies  included 
in  the  survey  indicated  in  their  financial  statements  that  investment 
tax-credits  had  been  received  during  the  year,  but  gave  no  indication 
of  the  accounting  method  used  to  account  for  the  investment  credits. 

For  example,  in  the  1965  Annual  Report  of  Union  Tank  Car,  the  effect 
of  investment  tax -credits  on  net  income  was  not  disclosed  in  the  State- 
ment of  Income.  As  shown  in  the  following  excerpt,  however,  postponed 
investment  credits  were  indicated  on  the  Statement  of  Financial  Posi- 
tion, without  explanation  of  their  origin  or  disposition: 

Union  Tank  Car  Company 

Position  Statement 

(above  stockholders'  equity) 


Deferred  Items:  (000  omitted) 

Federal  Income  Taxes $54^450 

Investment  Credit  1,903 

$56,353 


The  treatment  of  investment  tax -credits  in  the  Union  Tank  Car 
1965  Annual  Report  seems  to  agree  with  the  recommendations  of  the  1964 
Accounting  Principles  Board  in  Opi ni on  No.  4 to  treat  the  credit  as  an 
item  to  be  amortized  over  the  life  of  the  asset.  Not  enough  investment 
tax-credit  data  have  been  included  in  the  annual  report,  however,  for  the 
statement  users  to  determine  when  the  investment  tax-credits  occurred,  or 
what  gave  rise  to  $1,903,000  of  postponed  investment  tax-credits.  Unless 
the  amount  of  investment  tax-credits  obtained  during  the  period  is  shown 
in  the  Statement  of  Income,  it  cannot  be  determined  whether  or  not  amor- 
tization procedures  are  applied  to  the  total  investment  tax-credit. 

The  Signode  Corporation  disclosed  in  its  1964  Annual  Report  that 
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the  flow-through  method  had  been  used  to  account  for  the  investment 
tax-credit.  However,  only  part  of  the  credit  was  allowed  to  flow 
through  to  inciease  reported  earnings.  The  Signode  Corporation  amor- 
tized part  of  the  current  investment  tax-credit  over  the  lives  of  the 
related  assets  while  the  rest  of  the  credit  decreased  taxes  reported 
in  the  current  period.  As  shown  in  the  following  excerpt  from  the 
Signode  Corporation  1964  Annual  Report,  considerable  variations  may 
exist  in  the  financial  accounting  treatment  of  investment  tax-credits: 


Signode  Corporation 

(one  item  in  the  Current  Liability  Section) 

Position  Statement  (000 

1 964 

Reserve  for  deferred  Federal, 

state  and  local  taxes $4,444 

F i nanci al  Revi ew 

In  1962  and  1963,  Signode  adopted  the  "flow- 
through" principle  for  handling  the  investment 
credit.  The  method  credited  48%  of  the  amount 
available  to  current  year’s  earnings  and  deferred 
the  remaining  52%.  Although  revised  1964  tax  reg- 
ulations allow  3 flow-through  of  100%  of  the  credit 
currently,  S i gnode  is  following  a conservative  prac- 
tice of  taking  only  50%  of  the  credit  against  cur- 
rent income  and  is  spreading  the  remaining  50%  over 
the  life  of  the  asset  involved. 

Income  Statement 

(000  omitted) 
1964  1963 

Earnings  before  taxes  $11,795  $ 9,671 

Provision  for  taxes  on 

earnings  5,500  6,750 

Net  earnings 6,295  4,921 

Considerably  less  information  was  disclosed  in  the  1 967  Annual  Report 

of  Signode  Corporation. 


omi tted) 

1911 

$4,202 
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Signode  Corporation 
Position  Statement 

(one  item  in  the  Current  Liability  Section) 

Accrued  Federal,  state 

and  local  taxes  $4,898,410 

Financial  Review 

The  net  earnings  for  1967  include  $280,000  of  in- 
vestment credit.  This  is  compared  to  $201,000  in 
1966. 

Income  Statement  (000  omitted) 


Earnings  before  Taxes  16,040  16,227 

Provision  for  Taxes  on 


Earni  ngs  jjM 

Net  Earnings 8,755  8,807 

It  was  noted  in  the  report  that  tax  earnings  for  1967,  included  $280,000 
of  investment  tax-credits,  but  the  nature  of  the  $280,000  was  not  made 
clear.  Financial  statement  users  were  not  informed  whether  or  not  the 
nearly  five  million  dollars  in  accrued  taxes  for  1967,  contained  de- 
ferred tax  items.  Nor  were  the  users  of  the  financial  statements  in- 
formed of  the  method  used  to  account  for  postponed  taxes  and  postponed 
tax-credits.  Questions  about  the  method  arise  because  of  the  conserva- 
tive position  taken  in  the  1964  Annual  Report  of  Signode  Corporation  in 
regard  to  using  the  flow-through  method  of  reporting.  It  becomes  quite 
difficult,  then,  to  determine  the  effect  of  the  investment  tax-credit 
on  some  financial  statements  particularly  if  the  method  used  to  account 
for  the  credit  is  not  amply  described. 


The  Installment  Method 

Under  Section  453  on  the  1954  Internal  Revenue  Code,  and  enter- 
prise selling  property  on  the  installment  basis  may  elect  to  use  a 
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special  method  to  report  such  sales  for  income  tax  purposes.  This 
method,  which  is  known  as  the  installment  method,  permits  any  profit 
from  the  sale  to  be  taxed  over  the  years  in  which  the  installment  pay- 
ments  are  received,  installment  selling  is  quite  common  in  the  re- 
tail market.  Ordinarily,  when  an  installment  sale  is  made,  a nominal 
down  payment  is  required  from  the  customer  followed  by  regular  payments 
spread  over  periods  ranging  up  to  thirty-six  or  more  months.  For  tax 
purposes,  the  1954  Internal  Revenue  Code  provides  that  the  gross  profit 
from  such  sales  may  be  spaced  out  over  the  periods  in  which  the  pay- 
ments are  received  so  that  the  installment  sales'  gross  profit,  re- 
ported for  tax  purposes,  is  determined  by  applying  the  gross  profit  per- 
centage on  the  sale  to  the  payments  received  in  that  year.  Under  the 
installment  method,  then,  gross  profits  are  recognized  as  cash  payments 
collected  from  the  customer.  Selling  and  administrative  costs  are  ac- 
counted for  on  the  accrual  basis.  Thus,  for  financial  reporting  pur- 
poses, when  the  selling  and  administrative  costs  are  material,  the  in- 
stallment method  may  not  result  in  appropriate  matching  of  revenue  and 
expense. 

Prior  to  the  1954  Code,  the  1952  AAA  Committee  on  Concepts  and 
Standards  noted  that  many  accountants,  including  some  of  the  members 
of  that  Committee,  believed  that  the  installment  did  not  necessarily 
violate  the  accrual  principle  even  though  recognition  was  postponed  un- 
til the  cash  was  collected.  The  Committee  stated,  however,  that  "if 
collection  is  reasonably  assured,  such  a delay  in  recognition  is  not. 
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in  the  position  of  the  Committee,  the  best  practice.  Furthermore,  where 
such  methods  are  employed,  disclosure  is  usually  incomplete.  In  any 
event,  the  so-called  instalment  /_sic7  sales  method  as  usually  applied 
does  not  secure  an  adequate  matching  of  revenues  and  costs"  (49).  The 
installment  method,  then,  is  only  justified  for  financial  accounting 
purposes  if  significant  bad  debts  and  collection  costs  are  probable  in 
later  periods  and  if  these  costs  cannot  be  estimated  and  provided  for 
at  the  time  of  the  sales.  Nevertheless,  this  does  not  appear  to  be  the 
ordinary  case  because  collection  statistics  from  third-party  sources 

are  usually  available  to  firms  that  lack  the  prerequisite  collection 
experience  (50). 


The  use  of  the  installment  method  for  tax  purposes,  however, 
may  be  extremely  advantageous.  As  shown  in  the  following  excerpt  from 
the  1967  Annual  Report  of  the  Brunswick  Corporation,  the  use  of  the  in- 
stallment method  for  tax  reporting  purposes  may  result  in  the  postpone- 
ment of  several  millions  in  dollars  of  taxes: 


Brunswick  Corporation 

Position  Statement 

(in  current  Liabilities  Section) 
Income  taxes  (Note  2) 


Current.  . 

Deferred  . 

2: — Income  Taxes — The  Company  and  its  subsid- 
iaries have  followed,  for  book  purposes,  the  practice 
of  recording  income  from  sales  financed  by  long-term 
installment  notes  receivable  when  customers  take  de- 
livery of  bowling  lanes,  automatic  pinsetters  and  re- 
lated products.  This  practice,  which  is  known  as  the 
accrual  basis"  is  the  income-reporting  method  followed 


(000  omitted) 
1967  1966 

$15,196  $13,795 

20,500  25,200 
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by  most  companies.  For  income  tax  purposes,  the  Com- 
pany and  its  subsidiaries  follow  the  "installment  basis" 
of  reporting  income  from  such  sales. 

Income  taxes  applicable  to  installment  sales  have  been 
provided  on  the  basis  of  book  income  at  the  tax  rate  in 
effect  in  the  year  of  sale.  These  taxes  are  payable  over 
the  terms  of  installment  notes  receivable  as  payments  are 
received  from  customers.  Accordingly,  deferred  income 
taxes  of  $20,500,000  at  December  31,  1967,  will  not  be  pay- 
able until  future  years. 

Because  of  reductions  in  the  United  States  Federal  in- 
come tax  rates  from  52%  prior  to  1964  to  48%,  the  provi- 
sions for  income  taxes  are  net  of  credits  of  $900,000  in 
1967,  and  $1,400,000  in  1966,  for  the  differences  between 
income  taxes  payable  on  installment  receivable  collections 
at  the  48%  rate  and  the  amount  of  deferred  income  taxes 
previously  provided  at  higher  rates. 

Income  Statement 

(000  omitted) 

r . . J2£Z  1966 

Earnings  before  income  taxes.  $10,824  $5,729 

Premium  for  income  taxes 

(Note  2) 4,700  2.600 

Net  earnings  for  the  year $ 6,124  $3,129 

The  impact  of  the  election  of  the  installment  method  for  tax  pur- 
poses was  perhaps  even  more  evident  in  the  funds  statement  presented  in 
the  following  excerpt  from  the  1 963  Annual  Report  of  Sears,  Roebuck  and 
Company: 


Sears,  Roebuck  and  Company 


Position  Statement 

(above  long-term  debt) 


Deferred  Federal  income  taxes 
Funds  Statement 


(000  omitted) 
J96J  1962 

$288,807'  $178,450' 


(mi  1 1 i ons) 
1963  1962 


Funds  were  provided  by: 
Net  income  for  the  year  . 


$233.2  $220.1 
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Add  back  expense  items 
not  requiring  funds: 

Depreciation 43.3  36.9 

Amortization .2  .2 

Federal  income  tax  deferred  110.3  178.5 

Proceeds  from  stock  issued 5.2  5-7 

Disposition  of  property  (net)  2.9  2.7 

Sale  of  stock  less  profit 

included  in  income .1  4.6 

Repayment  of  funds  advanced  to 

Latin  American  subsidiaries 4.8  7-7 

Other  decreases  in  investments 

and  advances 2.6  .6 

$402.6  $457.0 

Funds  were  applied  to: 

Dividends  paid 124.8  113.2 

Expenditures  for  property, 

plant  and  equipment 75-5  56.3 

Purchase  of  properties  leased  - 61.6 

Investment  and  loans  - Homart 7.1  8.4 

Investment  in  Allstate  Enter- 
prises, Inc - 14.4 

Investment  in  Metropolitan 

Savings  and  Loan  Association 12,9  - 

Total  decreases  $220.3  $253.9 

Increase  in  working  capital  .$182.3  $203. 1 


Income  Statement 

(000 

1963 

Income  before  provision  for 

Federal  income  taxes $448,397 

Provision  for  Federal  income 

taxes 215. 200 

Met  income  for  the  year $ 233,197 


omi tted) 
1962 

$414,447 

-194,350 

$220,097 


Note  that  for  a growing  company,  like  Sears,  Roebuck  and  Company, 
the  election  of  the  installment  method  for  tax  purposes  may  lead  to  a 
significant  increase  in  funds.  No  mention  of  this  was  found  in  the  re- 
ports of  either  the  Brunswick  Corporation  or  Sears,  Roebuck  and  Company. 
Nevertheless,  as  shown  in  the  1963  Statement  of  Working  Capital  Changes 
of  Sears,  Roebuck  and  Company  tax  postponements  were  the  source  of  more 
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than  one-third  of  the  working  capital  provided  during  1962-1963. 

Investment  tax-credits  and  installment  sales  have  been  shown  to 
give  rise  in  some  cases  to  large  amounts  of  postponed  taxes.  If  this 
occurs  widely,  incomplete  disclosure  of  the  sources  of  postponed  taxes 
may  cause  material  difficulties  to  financial  statement  users.  Perhaps, 
the  descriptions  of  the  impact  of  the  tax  postponements  on  the  results 
of  operations  and  the  financial  position  of  the  enterprise  could  be 
clarified.  As  matters  now  stand,  there  appear  to  be  many  unanswered 
questions.  What  changes  occurred  this  period,  relative  to  prior  periods, 
in  the  amortization  of  postponed  taxes?  What  changes  have  occurred  in 
accumulated  tax  postponements?  If  the  total  amount  of  the  taxes  post- 
poned during  the  current  period  were  disclosed,  rather  than  disclosing 
some  net  amount,  it  would  have  a clarifying  effect.  The  greatest  aid 
to  clarification,  however,  would  be  for  the  method  which  gives  rise  to 
the  tax  postponement  to  be  amply  described. 

In  the  case  of  investment  tax-credits,  the  effect  of  the  par- 
ticular method  of  accounting,  whether  it  be  amortization,  flow-through, 
or  some  combination  of  these  two,  could  be  described  in  detail  (51). 

Tax  postponements  from  installment  sales  require  detailed  descriptions 
for  a different  reason.  The  195?  AAA  Committee  on  Concepts  and  Stand- 
ards noted  that  with  the  installment  method  disclosure  is  usually  in- 
complete. The  installment  method  is  no  less  obscure  in  regard  to  its 
tax  effects  than  in  regard  to  its  outright  use  in  financial  reporting. 
That  is,  it  may  be  necessary  in  the  case  of  tax  postponements  arising 
from  the  use  of  the  installment  method  for  tax  purposes  only,  to 


66 


describe  the  characteristics  of  the  sales  contract  arrangements.  Tax 
postponements  arising  from  installment  sales  contracts  with  terms  of 
thirty-six  months  or  more  may  behave  differently  than  tax  postpone- 
ments arising  from  installment  sales  contracts  with  shorter  terms.  In 
both  the  case  of  investment  tax-credits  and  the  case  of  the  install- 
ment method,  the  difficulties  in  regard  to  financial  statement  report- 
ing, arise  from  incomplete  disclosure  of  the  characteristics  of  the 
postponed  tax.  The  amount  of  the  tax  postponement  and  the  length  of 
the  postponement  are  relatively  evident  in  the  cases  of  investment 
tax-credits  and  the  use  of  the  installment  method  for  tax  reporting 
purposes  only.  The  difficulties  of  disclosure,  however,  are  serious  and 
are  made  prominent  by  the  frequent  occurrences  of  such  tax  postpone- 
ments in  material  amounts. 

Liberalized  Depreciation 

The  most  frequent  and  material  source  of  tax  postponements  has 
been  liberalized  depreciation:  the  use  of  shorter  asset-lives  and  the 
use  of  accelerated  depreciation  methods.  The  former  gives  rise  to  tax 
postponements  when  assets  are  depreciated  over  a shorter  period  for 
tax  purposes  than  for  financial  statement  purposes.  The  term  accel- 
erated depreciation  refers  to  the  greater  amount  of  depreciation  recog- 
nized in  the  early  years  of  an  asset's  life,  as  compared  to  the  straight- 
line  method.  In  the  straight-line  method  depreciation  is  spread  evenly 
over  the  life  of  the  asset. 

Until  its  use  was  authorized  for  tax  purposes  by  the  195^  In- 
ternal Revenue  Code,  the  accelerated  method  of  depreciation  was  seldom 
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used.  After  the  accelerated  method  was  authorized  for  tax  purposes, 
many  enterprises  adopted  it  for  financial  as  well  as  tax  purposes. 
Treasury  Department  authorization  of  faster  tax  depreciation  methods 
had  long  been  the  goal  of  busi nessmen  (52) . Accelerated  depreciation 
methods  were  viewed  as  more  "realistic."  That  is,  the  accelerated 
methods  were  believed  to  more  accurately  measure  the  decline  in  use- 
fulness of  many  assets,  particularly  equipment  and  machinery  where  the 
expected  revenue-earning  power  of  the  asset  is  relatively  greater  dur- 
ing the  earlier  years  of  its  life  (53).  In  view  of  this  argument  in 
favor  of  accelerated  tax  depreciation  methods  as  a means  of  better 
measurement,  it  was  not  surprising  to  find  enterprises  that  switched 
from  straight-line  to  some  accelerated  depreciation  method  for  both 
tax  and  financial  purposes.  It  should  be  noted  that  where  this  is  the 
case,  there  is  no  divergence  between  tax  and  financial  reporting 
methods  and  the  tax  postponement  problem  does  not  arise. 

There  were  cases,  of  course,  where  accelerated  depreciation 
methods  were  not  appropriate  for  financial  reporting  purposes.  The 
revenue-earning  power  of  buildings,  for  example,  is  usually  viewed  as 
remaining  relatively  constant  over  its  life.  Consequently,  many  en- 
terprises have  assets  for  which  accelerated  depreciation  is  not  ap- 
propriate. Such  enterprises  would  not  be  expected  to  use  accelerated 
depreciation  for  financial  accounting  purposes.  In  addition,  some 
corporations  which  had  switched  from  stright-line  to  accelerated  depre- 
ciation for  financial  purposes  have  switched  back  to  the  straight-line 
method.  A major  reason  for  not  using  the  larger  amount  of  depreciation 
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on  the  financial  statements  in  the  latter  case,  apparently,  was  the 
resulting  reduction  in  reported  earnings. 

Such  an  explanation  was  given,  for  example,  in  the  Letter  to 
Stockholders  included  in  the  following  excerpt  from  the  1965  Annual 
Report  of  St.  Regis  Paper  Company: 


St.  Regis  Paper  Company 

Position  Statement 

(above  stockholders'  equity) 

(000  omi tted) 

~ , 1965  1964 

Deferred  items: 

Federal  taxes,  management 
incentives  compensation,  and 
credit  from  foreign  exchange 

conversion  (Notes  3 and  5)  $7,083  $2,031 

.N-P.t.r,  3.J — PjlQPet'ty , Plant  and  Equi  pment --Commenci  ng  January 
1,  1965,  the  companies  have  computed  depreciation  on  the 
straight-line  method  for  financial  reporting  purposes. 
Formerly,  depreciation  computations  relating  to  certain 
properties  were  on  an  accelerated  method  for  both  fi- 
nancial reporting  and  tax  purposes.  The  use  of  an  ac- 
celerated method  of  computing  depreciation  for  tax  pur- 
poses only  has  resulted  in  tax  deferrals  in  1 965  which 
have  been  included  in  deferred  Federal  income  taxes.  If 
the  depreciation  method  previously  used  for  financial 
reporting  purposes  had  been  continued  in  1 965 , the  1 965 
provision  for  depreciation  would  have  been  approximately 
$8,927,000  more,  and  the  net  earnings  for  the  year  ap- 
proximately $4,642,000  less,  than  as  shown  in  the  ac- 
companying summary  of  consolidated  earnings. 

Note  5:  Management  Incentive  Compensative  Pian--Qpera- 
t i ons  in  19o5  were  charged  $2,100,000  for  the  provision 
of  management  incentive  compensation  based  on  1 965  earn- 
ings. Awards  of  $1,496,368  were  allocated  to  key  em- 
ployees for  19655- of  this  amount  $845,849  was  payable 
in  cash  and  $650,519  in  deferred  shares  (16,707)  of  St. 
Regis'  Common  Stock. 

The  Federal  income  tax  benefit  resulting  from  such 
provision  has  been  apportioned  between  current  and  de- 
ferred income  taxes  on  the  basis  of  the  cash  awards  in 
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1965  and  the  deferred  compensation  payable  in  future 
years. 

Letter  to  Stockholders 
Change  in  Depreciation  Policy: 

Beginning  in  1954,  St.  Regis  availed  itself  of  new 
legislation  permitting  accelerated  depreciation  on  ma- 
chinery, equipment,  and  other  depreciable  property  for 
Federal  tax  purposes  as  well  as  for  reporting  to  stock- 
holders. Depreciation  was  computed  on  that  basis  each 
year  by  a formula  known  as  sum-of-the-years -di gi ts . Then 
during  1962,  the  taxing  authorities  shortened  the  sched- 
ules for  the  useful  lives  of  different  types  of  indus- 
trial equipment,  resulting  in  greater  permissible  de- 
preciation charges.  St.  Regis  also  adopted  this  op- 
tional depreciation  method  for  both  public  reporting 
and  tax  purposes.  These  changes  increased  the  deprecia- 
tion charges  against  income  and  lead  to  substantially 
lower  reported  net  earnings  than  would  have  been  the 
case  had  depreciation  charges  been  computed  by  means  of 
the  straight-line  method. 

During  the  same  period,  however,  most  companies  in 
the  pulp  and  paper  industry  either  retained  or  reverted 
to  straight-line  depreciation,  and  their  earnings  were 
not  readily  comparable  with  those  of  St.  Regis.  There- 
fore, to  be  consistent  with  the  industry's  general  prac- 
tice, St.  Regis'  Board  of  Directors  voted  to  resume  com- 
puting depreciation  by  the  straight-line  method,  effec- 
tive January  1,  1965,  for  its  published  reports.  By  this 
change  in  policy,  the  depreciation  charge  for  1965  was  re- 
duced $8,927,088,  equal  to  36  cents  per  share  after  taxes. 
The  1962  schecule  of  shorter  useful  lives  is  being  con- 
tinued in  use. 


Income  Statement  (000  omitted) 

1965  1964 

Earnings  before  provision  for  taxes.  . $53,628  $37,889 

Provision  for  taxes  on  earnings 

Federal  and  state  17,196  10,376 

Foreign 565  610 

$35,866  $26,903 


Note  that  St.  Regis  Paper  Company  adopted  the  straight-line  method  be- 
cause accelerated  depreciation,  "led  to  substantially  lower  reported 
net  earnings...."  The  decision  of  the  St.  Regis  Paper  Company  to  change 
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depreciation  methods  for  financial  accounting  purposes,  then,  was 
motivated  by  concern  over  intra-industry  comparative  earnings.  Other 
companies  in  the  industry  had  used  accelerated  depreciation  for  tax 
purposes,  but  had  used  straight-line  depreciation  for  financial  pur- 
poses causing  the  net  earnings  of  St.  Regis  Paper  Company  to  suffer 
in  comparison.  According  to  comments  in  the  Letter  to  Stockholders, 
other  companies  in  the  pulp  and  paper  industry  had  either  retained  or 
reverted  to  straight-line  depreciation  for  financial  purposes.  This 
is  apparently  an  indication  of  the  importance  of  the  earnings  per 
share  statistic  to  investors.  Thus,  it  appears  that  the  final  income 
figure  continues  to  be  as  important  a consideration  today  as  the  SEC 
asserted  in  1956  (54). 

In  July,  1962,  the  United  States  Treasury  Department  Internal 
Revenue  Service  issued  Revenue  Procedure  62-21,  Depreciation  Guidelines 
Rules,  which  was  concerned  with  the  service  lives  of  depreciable  as- 
sets. The  purpose  of  Procedure  62-21  was  to  improve  the  measurement  of 
taxable  income  by  bringing  the  asset-lives  used  for  income  tax  purposes 
into  line  with  actual  experience,  it  was  not  incentive  oriented.  That 
is,  the  purpose  of  Procedure  62-21  was  not  to  provide  another  type  of  ac- 
celerated depreciation.  Operationally,  however,  this  might  almost  seem 
to  be  the  case.  Many  businessmen  adopted  the  service  lives  authorized 
by  Revenue  Procedure  62 -2 1 for  tax  purposes  only,  so  that  the  shorter 
asset-lives  had  in  some  cases  the  effect  of  liberalized  depreciation. 

Recognizing  that  some  enterprises  would  adopt  the  shorter 
asset-lives  only  for  tax  purposes  the  Accounting  Principles  Board  of  the 
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AICPA  issued  I nterpret i ve  Opi ni ons  No.  1 in  November,  1962.  The 
Accounting  Principles  Board  warned  that  service  lives  adopted  for 
financial  reporting  purposes  should  not  be  influenced  by  service 
lives  adopted  for  tax  reporting  purposes:  "net  income  for  the  period 
should  not  be  increased  as  the  result  of  the  adoption  of  Guideline 
lives  for  income-tax  purposes  only.  Accordingly,  where  Guideline 
lives  shorter  than  the  lives  used  for  financial  accounting  purposes 
are  adopted  for  income-tax  purposes,  and  there  is  an  excess  of  tax- 
return  depreciation  over  book  depreciation,  provision  for  deferred 
income  taxes  should  be  made. ..in  the  same  manner  as  provided  by  Ac- 
counting Research  Bulletin  No,  44  (Revised),  'Declining-balance  De- 
preciation1 for  liberalized  depreciation  under  the  Internal  Revenue 
Code  of  195^"  (55).  The  authorization  of  shorter  service  lives  by 
Revenue  Procedure  62-21,  then,  provided  some  enterprises  with  another 
means  of  obtaining  more  depreciation  for  tax  purposes  than  was  taken 
for  financial  purposes,  in  addition  to  that  gained  through  the  use 
of  accelerated  depreciation  for  tax  purposes  only.  The  AICPA  in 
Interpretive  Opinions  No.  1 acted  so  that  the  tax  postponements  aris- 
ing from  the  use  of  shorter  asset-lives  for  tax  purposes  only  would 
be  disclosed. 

The  following  excerpt  from  the  1965  Annual  Report  of  General 
Electric  Company  contains  a reference  to  the  handling  of  tax  post- 
ponements resulting  from  the  adoption  of  shorter  service  lives  for 
tax  purposes  only: 


General  Electric  Company 


Position  Statement 

(in  current  liabilities  section) 

(000  omitted) 
1965  1964 

Taxes  accrued $318,342  $244,671 

Financial  Review 

Depreciation  was  $188.4  million  in  1965,  compared 
to  $170.3  in  1964. 

For  most  facilities  in  the  United  States,  "guide- 
line lives"  published  by  the  Internal  Revenue  Service 
were  adopted  in  computing  depreciation  allowable  for 
the  U.  S.  tax  purposes  beginning  with  the  1962  tax  re- 
turn. This  change  has  resulted  in  higher  tax  than  book 
depreciation  in  the  years  since  adoption.  This  change 
has  had  no  effect  on  net  earnings,  however,  because  the 
provision  for  U.  S.  income  taxes  includes  an  amount  for 
taxes  payable  in  the  future  when  tax  depreciation  will 
be  less  than  book  depreciation. 


Income  Statement 


(000 

omi tted) 

Earnings  before  income  taxes  and 

J2§£ 

i§64 

renegotiation  

Provision  for  income  taxes  and 

. $707,296 

$527,991 

renegotiation  

Net  earnings  applicable  to 

. $352,174 

$308,426 

common  stock  , 

. $355,122 

$219,565 

Although  tax  postponements  arising  from  investment  tax-credits  and  ac- 
celerated depreciation  methods  are  also  referred  to  in  the  1965  Annual 
Report  of  General  Electric  Company,  no  particular  effort  was  made  ap- 
parently to  differentiate  between  the  several  elements  in  the  provi- 
sion for  income  taxes.  Differentiation  could  have  been  made,  for  ex- 
ample, on  three  different  levels:  first,  between  the  effect  of  the  va- 

o 

rious  items  that  gave  rise  to  postponed  taxes;  second,  between  the 
amount  of  postponed  taxes  of  previous  years  that  had  "matured"  in  this 
period  and  the  amount  of  new  postponements  this  period;  and,  finally, 
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on  the  statement  of  income  in  the  provision  for  income  taxes,  no  dis- 
tinction is  made  between  current  income  taxes  and  postponed  income 
taxes.  Inclusion  of  such  data  in  the  financial  statements  would  seem 
to  aid  financial  statement  users  in  regard  to  tax  costs.  Of  course, 
the  suggested  additions  do  not  imply  that  the  presentation  of  the 
1965  Annual  Report  of  General  Electric  Company  is  not  consistent  with 
generally  accepted  accounting  principles.  The  comments  reflect  only 
the  possibility  that  some  financial  statement  users  might  have  had 
difficulty  in  ascertaining  the  impact  of  tax  postponements  from  the 
data  presented  in  the  financial  statements. 

A perusal  of  recent  financial  statements  of  non-regul ated  en- 
terprises seemed  to  indicate  that  a wide  diversity  exists  in  the  re- 
porting of  income  taxes  for  financial  purposes.  The  four  items  which 
principally  give  rise  to  tax  postponements  are  the  investment  tax- 
credit,  the  use  of  the  installment  method  for  tax  purposes,  the  use 
of  shorter  lives  for  depreciable  assets,  and  the  use  of  accelerated 
depreciation  methods  for  tax  purposes.  There  are,  of  course,  many 
other  items  which  may  give  rise  to  postponed  taxes,  including  long- 
term construction  contracts,  research  and  development  costs,  deferred 
compensation  plans,  and  undistributed  profits  of  subsidiaries  (56).  At- 
tention was  focused,  however,  on  the  four  principal  items  which  give  rise 
to  postponed  taxes,  in  order  to  obtain  some  idea  of  the  extent  that 
amounts  of  taxes  postponed  until  later  periods  were  material.  Although 
no  conclusions  could  be  made  on  the  basis  of  the  preliminary  study  pre- 
sented earlier  in  this  section,  there  seemed  to  be  enough  evidence  to 
warrant  the  more  detailed  study  presented  in  Chapter  V. 
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Tentative  Views  on  the  Nature  of  Postponed 
Taxes  on  Financial  Statements 

The  evidence  obtained  in  the  preliminary  study  gave  rise  to 
three  suspicions.  It  was  tentatively  judged  that  the  various  items 
which  give  rise  to  tax  postponements  are  distinctive  in  nature  and 

o 

should  be  distinguished  in  regard  to  their  tax  effects.  That  is, 
some  items  which  give  rise  to  tax  postponements  are  different  from 
other  items  in  their  orientation.  For  example,  some  items  are  incen- 
tive oriented.  Investment  tax -credits  were  authorized  in  the  tax  law 
for  such  purposes.  This  also  seems  to  be  true  of  accelerated  depre- 
ciation methods.  The  installment  method  and  shorter  asset-lives,  how- 
ever, were  not  authorized  in  the  tax  law  for  incentive  purposes.  It 
may  be  argued,  then,  that  the  various  items  giving  rise  to  tax  post- 
ponements are  distinctive  in  the  sense  that  provisions  of  the  tax  law 
are  distinctive.  They  may  be  subject  to  individual  subtleties  imposed 
by  the  tax  courts.  Such  subtleties  are  also  evident  in  the  financial 
statements  where  postponed  taxes  arise  from  such  diverse  items  as  the 
construction  of  new  facilities,  the  sale  of  merchandise,  and  the  pur- 
chase of  new  machinery.  It  would  seem  then,  that  the  various  items  giv- 
ing rise  to  tax  postponements  are  profuse  and  disparate  and  should  be 
viewed  as  having  distinctive  effects. 

Not  only  are  the  items  giving  rise  to  tax  postponements  dis- 
parate in  their  origins,  more  significant  for  financial  reporting 
purposes,  they  are  disparate  in  their  action.  This  seems  to  be  in- 
dicated in  the  tendency  of  the  installment  method  to  give  rise  to 
large  increments  of  tax  postponements,  the  tendency  of  accelerated 
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depreciation  to  give  rise  to  increments  of  tax  postponements  that 
mature  relatively  slowly,  and  the  tendency  of  the  investment  tax- 
credit  to  give  rise  to  increments  of  tax  postponements  that  mature 
with  relative  rapidity.  A tentative  judgment,  then,  was  that  the 
various  items  giving  rise  to  tax  postponements  are  different  in 
character  and  may  be  differentiated  in  respect  to  their  effect  on 
reported  taxes  to  give  a clearer  indication  of  the  nature  of  the  tax 
postponements . 

The  diversity  disclosed  by  the  preliminary  study  also  gave 
rise  to  suspicions  concerning  the  procedures  for  disclosing  the  effect 
on  taxes  of  the  various  items  which  give  rise  to  tax  postponements.  It 
has  been  shown  that  in  the  very  early  considerations  of  tax  reporting 
problems,  including  those  prior  to  the  publication  of  ARB  No.  23  in 
1944,  discussions  of  the  disclosure  of  "tax  effects"  focused  on  formal 
derivations  of  the  nature  of  the  corporate  tax.  Such  efforts,  however, 
failed  to  reach  fruition.  Accounting  procedures  for  reporting  taxes 
on  the  financial  statements  have  not  been  based  on  notions  about  the 
nature  of  the  tax.  Instead,  they  seem  to  have  been  predicated  on 
certain  ideas  about  the  impact  of  tax  postponements  on  the  financial 
statements.  That  is,  the  A1CPA  and  the  SEC  seem  to  have  based  their 
arguments  for  tax  reporting  procedures  on  the  effect  of  tax  postpone- 
ments on  the  final  income  figure.  This  argument  assumes,  of  course, 
that  the  final  income  figure  has  a special  significance  for  investors. 
Using  this  approach,  it  was  concluded  by  the  A1CPA  (57),  and  the  SEC 
(58),  that  the  amounts  of  postponed  taxes  should  not  be  allowed  to 
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increase  the  final  income  figure  for  a period.  That  is,  the  AICPA 
and  the  SEC  concluded  that  the  flow-through  method  was  not  appropriate 
for  reporting  income  taxes  because  it  did  not  disclose  the  effects  of 
temporary  tax  reductions,  tax  postponements,  on  earnings.  The  tenta- 
tive view  obtained  in  the  preliminary  study,  described  earlier  in 
this  section,  was  in  agreement  with  the  AICPA  and  the  SEC  views  on  re- 
porting income  taxes  in  regard  to  this  rather  narrow  issue:  the  flow- 
through method  does  not  disclose  the  income  tax  data  relevant  to  the 
operations  of  the  period. 

Such  a view,  of  course,  is  tentative  prior  to  the  more  com- 
plete analysis  presented  in  Chapter  V.  Nevertheless,  because  of  the 
profuseness  and  disparity  of  the  items  giving  rise  to  tax  postponements, 
the  tentative  view  was  that  flow-through  accounting  was  not  operational. 
I he  position  that  tax  postponements  should  be  recognized  on  the  finan- 
cial statements,  then,  was  based  on  evidence  obtained  in  the  preliminary 
study  that  the  income  tax  data  relevant  to  the  operations  of  the  enter- 
prise were  profuse,  irregular,  and  additional  to  the  provisions  made 
for  current  tax  assessments. 

Suspicions  were  also  aroused  by  the  preliminary  study  concern- 
ing the  provision  for  future  tax  assessments  included  on  the  statement 
of  financial  position.  In  the  financial  statements  studied,  it  seemed 
apparent  that  some  provision  for  future  tax  assessments  was  justified. 
That  is,  the  tax  postponements  of  earlier  periods  seemed  to  be  related 
to  tax  assessments  of  later  periods.  There  seemed  to  be  a need  for  a 
provision  on  the  position  statement  for  future  tax  assessments. 
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Unfortunately,  there  was  some  difficulty  encountered  in 
the  preliminary  study  in  the  attempt  to  analyze  the  behavior  of  pro- 
visions for  future  taxes  on  the  statement  of  financial  position.  A 
principal  difficulty  was  that  changes  that  occur  in  the  provision  for 
future  taxes  were  usually  disclosed  in  terms  of  net  changes.  Indivi- 
dual increases  or  decreases  in  provision  for  future  taxes  were  not  set 
apart  as  separate  items.  This  problem  has  also  been  mentioned  in  other 
studies.  In  a survey  of  postponed  taxes  reported  by  600  companies, 
published  by  the  AICPA  in  Accounting  Trends  and  Techniques  1966.  of 
the  259  companies  that  presented  postponed  tax  data,  only  fourteen 
companies  disclosed  reductions  of  prior  years'  tax  postponements  (59). 
Even  more  illuminating  was  the  fact  that  there  was  no  tendency  to  dis- 
close on  the  financial  statements  the  changes  that  had  occurred  in  the 
tax  postponements,  even  in  the  case  of  these  fourteen  companies.  Ten 
of  the  fourteen  companies  that  had  disclosed  reductions  in  postponed 
taxes,  made  the  disclosure  in  the  notes  to  the  financial  statements, 
the  letter  to  stockholders,  or  elsewhere  in  the  annual  report  of  the 
company.  For  at  least  some  companies,  the  accumulated  tax  postponements 
from  prior  years  tended  to  reflect  taxes  to  be  assessed  in  later  periods. 
For  example,  it  was  noted  earlier  in  this  section  that  the  postponed 
taxes  of  Brunswick  Corporation  in  1966,  were  $25,200,000  and  1 967,  there 
were  $20,500,000.  Of  course,  this  decrease  of  $5,300,000  was  due  to  re- 
duced tax  rates  as  well  as  to  matured  tax  postponements.  In  general, 
however,  the  evidence  seems  to  be  that  there  is  a need  for  a provision 
for  future  tax  assessments  on  the  statement  of  financial  position  because 
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accumulated  amounts  of  postponed  income  taxes  do  in  fact  decline,  mean- 
ing that  amounts  which  might  be  presumed  to  be  permanently  postponed 
are  paid  (except  for  adjustments  in  tax  rates)  (60) . 

Summary  of  the  Chapter 

Tax  postponements  may  arise  because  there  are  liberal  provi- 
sions in  the  tax  law  which  authorize  tax  accounting  treatments  for  re- 
porting taxable  income  which  are  at  variance  with  the  accounting  treat- 
ments used  to  report  the  results  of  operations  according  to  generally 
accepted  accounting  principles.  Tax  postponements,  then,  only  occur 
when  more  liberal  accounting  treatments  are  adopted  for  tax  accounting 
purposes  than  are  used  for  financial  accounting  purposes.  The  more 
liberal  treatments  are  used  for  tax  accounting  purposes  in  order  to 
delay  payment  of  some  portion  of  the  income  tax. 

Tax  postponements,  then,  are  related  to  the  desire  of  manage- 
ment to  minimize  the  tax  payment.  The  financial  advantages  of  post- 
poning tax  payments  are  widely  recognized.  There  has  been  some  con- 
troversy, however,  in  regard  to  the  relation  of  postponed  taxes  to  the 
tax  assessments  of  the  period.  This  controversy  is  caused  in  part  by 
the  lack  of  knowledge  concerning  the  nature  of  Federal  income  taxes, 
in  general  on  the  financial  statements,  and,  specifically,  concerning 
the  nature  of  postponed  income  taxes  on  the  financial  statement. 

At  first,  the  controversy  over  accounting  for  income  taxes  was 
primarily  concerned  with  the  nature  of  income  taxes.  Apparently,  the 
earliest  consideration  given  to  the  problem  by  accountants  occurred  in 
the  early  1940's.  No  agreement  could  be  reached,  however,  as  to  whether 
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income  taxes  were  a business  cost  or  a distribution  of  earnings.  Many 
accountants  argued  that  income  taxes  should  be  treated  like  costs  of 
the  business  because  that  is  the  way  that  income  taxes  were  viewed  by 
the  management  and  stockholders  of  business  enterprises.  This  view  was 
eventually  adopted  by  the  AlCPA  Committee  on  Accounting  Procedures  and 
Accounting  Terminology  in  ARB  No.  23  in  which  the  allocation  of  temporary 
tax  differences  was  recommended. 

As  might  be  expected,  those  who  viewed  income  taxes  as  a dis- 
tribution of  earnings  disagreed  with  the  basic  assumption  of  ARB  No.  23 
and  opposed  the  allocation  of  tax  differences.  In  their  view,  there 
were  no  differences  to  be  allocated.  If  income  taxes  are  viewed  as  a 
distribution  of  earnings,  there  is  no  basis  for  a provision  for  future 
taxes  and  there  will  be  nothing  to  report  in  addition  to  the  tax  assess- 
ment of  the  period.  Thus,  it  is  not  necessary  to  account  for  tax  post- 
ponements if  income  taxes  are  of  the  nature  of  an  earnings  distribu- 
tion. 

Even  when  income  taxes  are  assumed  to  be  a business  cost,  how- 
ever, it  has  been  argued  that  tax  postponements  cannot  be  reported  be- 
cause they  cannot  be  determined.  According  to  this  argument,  tax  costs 
are  unlike  other  business  costs  because  they  are  based  on  provisions  of 
the  Internal  Revenue  Code  rather  than  on  generally  accepted  accounting 
principles.  Thus,  it  is  concluded  that  tax  costs  cannot  be  treated 
like  other  costs  of  a business  enterprise.  That  is,  they  cannot  be  ac- 
crued or  deferred  like  other  costs.  Tax  costs,  according  to  this  ar- 
gument are  unique.  It  should  be  noted,  however,  that  this  argument 
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does  not  state  that  postponed  taxes  do  not  exist;  jt  only  argues  that 
they  are  too  difficult  to  determine.  With  this  argument,  the  focus  of 
the  controversy  over  accounting  for  postponed  taxes  shifted  from  the 
argument  over  the  nature  of  income  taxes  on  the  financial  statements 
to  the  argument  over  the  impact  of  postponed  taxes  on  the  financial 
statements.  Can  the  amount  of  postponed  taxes  be  determined  so  that 
the  impact  of  postponed  taxes  can  be  reported  on  the  financial  state- 
ments? 

The  problem  was  given  a new  urgency  in  195^+.  After  accel- 
erated depreciation  methods  were  authorized  for  tax  reporting  purposes 
in  the  195^  Internal  Revenue  Code,  the  A1CPA  Committee  on  Accounting 
Procedures  and  Accounting  Terminology  recommended  that  all  temporary 
tax  differences  that  arise  from  the  use  of  accelerated  depreciation 
should  be  included  in  income  tax  costs  reported  on  the  financial  state- 
ments. This  was  also  the  position  of  the  SEC  whose  studies  had  indi- 
cated that  financial  statement  users  misunderstood  the  effects  of  post- 
poned taxes  on  the  operating  results  and  financial  position  of  business 
enterpri ses . 

In  1958,  ARB  No.  44  (Revised)  was  published  in  which  there  was 
the  attempt  to  establish  a uniform  means  of  determining  postponed  taxes. 
At  the  time,  tax  differences  arose  chiefly  from  the  use  of  liberalized 
depreciation  methods  for  tax  reporting  purposes  only. 

During  the  following  decade,  however,  the  list  of  items  giving 
rise  to  postponed  taxes  grew  larger  and  more  diverse.  Full-fledged  in- 
centive measures,  such  as  the  investment  tax-credit  provision  and  the 
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provision  for  recognition  of  research  and  development  costs,  were  in- 
termingled with  provisions,  like  that  concerning  shorter  service  lives 
for  depreciable  assets,  which  were  intended  to  provide  more  realistic 
bases  of  tax  measurement.  Each  succeeding  event  raised  anew  the  ques- 
tion of  the  nature  of  postponed  taxes  and  how  the  impact  could  be  re- 
ported on  the  financial  statements. 

The  most  recent  attempt  to  provide  an  answer  to  this  question 
was  made  by  the  Accounting  Principles  Board  in  Opinion  No.  11  issued 
in  December,  1987-  At  that  time  the  Board  recommended  that  the  total 
tax  difference  be  reported  as  the  amount  of  postponed  taxes  arising 
during  the  period.  The  decision  stressed  the  desirability  of  a uni- 
form treatment  of  postponed  taxes.  There  was  no  recognition  of  the  in- 
crease in  the  items  giving  rise  to  postponed  taxes. 

Not  only  are  there  many  items  which  give  rise  to  postponed 
taxes,  the  items  also  seem  to  have  different  characteristics.  In  a 
cursory  examination  of  recent  financial  statements,  there  seemed  to  be 
a suggestion  that  a wide  diversity  exists  in  the  effect  of  postponed 
taxes,  from  different  sources,  on  the  financial  statements.  That  is, 
different  sources  of  tax  differences  gave  rise  to  postponed  taxes  with 
different  characteristics.  Where  the  method  of  reporting  postponed  taxes 
is  uniform,  the  true  nature  of  the  tax  difference  is  obscured  because  no 
distinction  is  made  between  the  different  items  which  cause  the  tax  dif- 
ference. Thus,  it  may  be  that  although  postponed  taxes  are  included  on 
the  financial  statements,  the  impact  of  the  postponed  taxes  has  been  ob- 


scured or  distorted. 
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The  preliminary  examination,  then,  seems  to  suggest  that  the 
items  giving  rise  to  postponed  income  taxes  are  so  profuse  and  complex 
that  income  tax  cost  relevant  to  the  results  of  operations  of  a busi- 
ness enterprise  should  include  postponed  taxes  data  in  addition  to  the 
amount  of  the  current  tax  assessment.  There  is  also  the  suggestion 
that  the  postponed  taxes  should  be  classified  according  to  the  source 
of  the  tax  difference. 

In  the  next  chapter,  attention  was  directed  to  the  controversy 
over  the  method  of  presenting  postponed  taxes  on  the  financial  state- 


ments. 
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CHAPTER  IV 


METHODS  OF  REPORTING  POSTPONED  INCOME  TAXES 
ON  THE  FINANCIAL  STATEMENTS 

There  has  been  considerable  controversy  over  how  the  impact  of 
postponed  income  taxes  should  be  reported  on  financial  reports.  As 
noted  in  Chapter  III,  the  argument  that  income  taxes  are  business  costs 
is  not  sufficient  to  require  the  inclusion  of  postponed  income  taxes  as 
a part  of  periodic  tax  costs.  The  argument  to  include  postponed  income 
taxes  in  periodic  tax  costs  may  be  sufficient  only  if  there  is  evidence 
that  postponed  income  taxes  are  relevant  to  the  results  of  operations 
of  the  business  enterprise  and  to  the  needs  of  financial  statement 
users. 

It  was  tentatively  concluded  in  Chapter  III  that  there  is  rea- 
son to  disclose  tax  postponements  data  on  the  financial  statements.  Tax 
postponement  data  are  generally  material  in  amount  and  are  relevant  in 
evaluating  operating  performance,  and  appraising  financial  position. 

For  these  reasons,  income  tax  postponement  data  were  tentatively  ac- 
cepted in  Chapter  III  as  relevant  to  the  results  of  enterpri se  opera- 
tions and  to  the  needs  of  financial  statement  readers.  This  conclusion 
leads  to  a further  question.  How  are  corporate  income  tax  postponements 
to  be  allocated  on  the  financial  statements?  What  is  the  amount  of  post- 
poned income  taxes  that  should  be  reported?  In  short,  what  is  the  im- 
pact^  of  postponed  income  taxes  on  financial  reporting? 
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The  question  of  reporting  the  impact  of  postponed  income  taxes 
may  be  viewed  as  twofold.  First,  there  may  be  the  difficulty  of  de- 
termining the  time  pattern  if  postponed  income  taxes  are  to  be  allo- 
cated. This  involves  relating  the  variable  of  postponed  income  tax 
cost  to  some  other  income  statement  variable.  In  accounting,  this  pro 
cedure  is  often  referred  to  as  the  "matching"  concept.  Normally  this 
procedure  involves  relating  an  expense  variable  to  the  revenue  varia- 
ble on  the  income  statement.  As  will  be  shown  later  in  this  chapter, 
in  accounting  for  income  tax  costs,  there  have  been  several  variables 
other  than  revenue  suggested,  to  which  the  tax  variable  should  be  re- 
1 ated. 

Second,  there  is  the  problem  of  determining  the  amount  of  in- 
come tax  differential:  the  amount  of  the  postponed  income  tax.  This 
topic  is  the  principal  concern  of  Chapter  V.  It  is  the  crux  of  the 
most  recent  aspect  in  the  controversy  over  accounting  for  income  taxes 
As  shown  later  in  this  chapter  and  in  detail  in  Chapter  V,  there  has 
not  been  complete  agreement  among  proponents  of  income  tax  allocation 
as  to  the  determination  of  the  amount  of  postponed  income  tax. 

While  there  is  considerable  controversy  over  the  presentation 
of  postponed  income  taxes  on  the  financial  statements,  corporations 
must  follow  some  postponed  income  tax  accounting  policy.  What  presen- 
tations are  actually  used  in  practice?  Providing  an  answer  to  this 
and  related  questions  was  the  purpose  of  the  first  section  of  Chapter 
IV. 

As  noted  in  Chapter  III,  one  of  the  principal  concerns  of  the 
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Committee  on  Accounting  Procedure  of  the  AICPA  when  ARB  No.  44  was  re- 
vised in  1958,  was  in  regard  to  the  need  for  increased  uniformity  in 
the  allocation  of  postponed  income  taxes.  This  need  was  again  recog- 
nized in  1967  in  Opi nion  No.  1 1 of  the  Accounting  Principles  Board. 

In  Opinion  No.  11  the  Board  moved  to  further  limit  the  acceptable 
methods  of  presenting  postponed  income  taxes  on  the  financial  state- 
ments (1).  In  1958,  the  Committee  on  Accounting  Procedure  of  the  AICPA 
prohibited  the  equity  method  of  presenting  postponed  income  taxes  (2). 

In  1967,  the  Accounting  Principles  Board  found  the  liability  and  the 
net-of-tax  methods  of  presenting  postponed  income  taxes  to  be  unaccept- 
able (3).  Although  the  AICPA  has  moved  to  restrict  the  ways  in  which 
postponed  income  taxes  may  be  presented  on  the  financial  statements, 
little  in  the  way  of  empirical  evidence  of  operational  superiority  has 
been  furnished  to  justify  the  acceptance  or  rejection  of  a particular 
method. 

The  most  recent  developments  in  limiting  the  alternative 
methods  of  presenting  postponed  income  taxes  involve  ARS  No.  9 and  Ac- 
counting Principles  Board  Opi ni on  No.  11.  These  publications  are  of 
interest  to  this  particular  chapter  for  two  reasons.  First,  ft  was  in 
regard  to  financial  statement  presentation  that  the  conclusions  of 
Opinion  No.  11  diverged  most  from  the  recommendations  of  ARS  No.  9. 
Second,  although  the  problem  of  financial  presentation  was  a major  con- 
cern of  both  ARS  No.  9 and  Op? ni on  No.  11,  neither  work  included  em- 
pirical data  concerning  the  effect  of  current  methods  of  presenting  post- 
poned income  taxes. 
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This  may  suggest  several  lines  of  inquiry.  What  are  the 
methods  currently  in  use  to  present  postponed  income  taxes  on  the  fi- 
nancial statements?  What  were  the  conclusions  of  ARS  No.  9 in  re- 
gard to  the  financial  presentation  of  postponed  income  taxes?  What 
justification  was  given  in  Opi ni on  No.  11  for  reflecting  the  recommen- 
dation of  ARS  No.  9 in  regard  to  the  financial  presentation  of  post- 
poned income  taxes?  What  were  the  bases  of  the  conclusions  of  Opinion 
No.  11  in  regard  to  the  financial  presentation  of  postponed  income 
taxes?  What  presuppositions  are  involved  in  the  conclusions  of  Opi nion 
No.  11  in  regard  to  these  matters?  How  do  the  presuppositions  of  Opi nion 
No.  11  compare  with  the  present  theory  of  a corporate  income  tax?  What 
may  be  the  effect  of  a corporate  income  tax?  V/hat  may  be  the  effect  of 
financial  presentation  of  postponed  income  taxes  on  financial  state- 
ment users? 

The  purpose  of  Chapter  IV  is  to  analyze  the  generally  accepted 
means  used  to  present  postponed  income  taxes  on  the  financial  statements. 
The  earlier  sections  of  this  chapter  involve  current  accounting  methods 
of  presenting  income  taxes.  Thus,  an  effort  is  made  to  compare  the 
generally  accepted  methods  of  reporting  income  taxes  with  the  purpose  of 
the  financial  statements.  The  latter  part  of  this  chapter  consists  of 
an  analysis  of  the  recommendations  of  APB  Opi ni on  No.  11  in  terms  of 
the  information  function  of  accounting. 

The  data  used  in  the  first  part  of  this  chapter  were  obtained 
from  published  corporate  annual  reports,  from  Standard  and  Poor's 
Compustat . and  from  various  business  periodicals.  These  data  were 
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used  to  provide  a background  against  which  the  recommendations  of  the 
Accounting  Principles  Board  in  Opi ni on  No . 11  could  be  examined.  After 
the  recommendations  were  examined,  they  were  compared  with  current  views 
on  the  economic  nature  of  a corporation  income  tax. 

Principal  Views  on  the  Financial  Presentation 
of  Postponed  Income  Taxes 

It  was  asserted  in  ARS  No,  9 that  "three  basic  methods  of  ac- 
counting for  the  effect  of  tax  timing  differences  have  developed  and 
been  adopted  over  the  years"  (4).  According  to  Black,  the  various 
methods  of  presenting  postponed  income  taxes  could  be  divided  into  three 
groups  based  on  three  distinct  concepts  of  the  nature  of  the  tax  post- 
ponement. He  called  these  concepts  the  accrual  concept,  the  deferred 
concept  and  the  net-of-tax  concept. 

The  accrual  concept,  in  Black's  view,  accrues  income  tax  ex- 
pense as  a function  of  pretax  income  (5).  The  income  tax  expense  is 
also  a function  of  pretax  income  in  the  deferred  concept  (6).  The  dif- 
ference between  the  accrual  and  the  deferred  concepts  of  Black's  may  be 
quite  difficult  for  the  layman  to  grasp  (7).  According  to  Black,  a 
characteristic  of  the  deferred  concept  is  that  it  "emphasizes  the  ef- 
fect of  timing  differences  on  income  of  the  period  in  which  they  orig- 
inate" (8).  The  net-of-tax  concept,  according  to  Black,  is  based  on 
the  proposition  that  "taxability  and  tax  deductibility  are  factors  in 
the  valuation  of  individual  assets  and  liabilities"  (9). 

Titles,  similar  to  those  used  in  ARS  No,  9.  were  also  used  in 
this  study  for  convenience  in  identifying  the  various  financial 


93 


presentations  of  postponed  income  taxes.  As  will  be  shown,  however, 
the  distinctions  are  only  superficial.  Black  attempted  to  identify 
presentation  methods  with  income  tax  allocation  concepts  on  a one-to- 
one  basis.  In  this  study  it  was  found  that  the  methods  of  presenting 
postponed  income  taxes  seem  to  involve  a confusion  of  concepts.  For 
this  reason,  the  first  part  of  this  chapter  involves  an  attempt  to 
point  out  the  possible  consequences  of  various  income  tax  presentation 
proposals  by  relating  the  proposals  to  examples  of  income  tax  presenta- 
tions taken  from  published  corporation  annual  reports. 

Postponed  Income  Taxes  on 
the  Income  Statement 

The  income  statement  has  been  the  origin  of  most  of  the  contro- 
versy concerning  postponed  income  taxes.  Originally,  the  controversy 
involved  where  postponed  income  taxes  should  be  disclosed.  That  is, 
whether  tax  timing  differences  should  be  included  in  the  computation 
of  earnings  or  just  referred  to  in  the  notes  accompanying  the  financial 
statements . 

More  recently,  there  has  been  controversy  concerning  how  post- 
poned income  taxes  should  be  disclosed  in  the  computation  of  earnings. 
Some  have  taken  the  view  that  income  taxes  are  a function  of  revenue. 

It  has  also  been  argued  that  income  taxes  are  a function  of  certain 
specific  expenses,  while  others  have  argued  that  income  taxes  are  a 
function  of  net  income.  Thus,  one  cause  of  diversity  in  the  financial 
statement  presentation  of  postponed  income  taxes  has  been  the  disagree- 
ment over  which  income  statement  variable  the  cost  of  income  taxation 
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is  related.  The  income  statement  variable  chosen  will  decide  how  post- 
poned income  taxes  will  be  presented  on  the  income  statement. 

Taxes  as  a Function  of  Revenue 

The  concept  that  income  taxes  are  related  to  revenues  seems 
often  to  be  described  with  the  view  that  income  taxes  are  the  result  of 
revenue  inflows.  That  is,  the  view  is  taken  that  income  taxes  occur  only 
when  there  is  revenue. 

Maurice  Moonitz  has  been  one  of  the  leading  proponents  of  the 
view  that  taxes  are  a function  of  revenue.  He  has  argued  that  if  tax- 
able revenue  is  recognized  on  the  books  under  the  accrual  approach, 
the  corresponding  tax  liability  should  also  be  recognized  regardless 
of  when  the  tax  is  assessed.  According  to  Moonitz,  the  leading  prin- 
ciple in  the  accrual  or  revenue  approach  is  to  "let  the  tax  follow  the 
income"  (10).  Willard  Graham  also  held  this  view  and  stated  that  the 
"most  convincing  case  for  income-ta*  allocation  rests  upon  its  proper 
matching  of  expense  with  revenue"  (11).  In  view  of  this  then,  the  timing 
of  recognition  of  income  taxes  is  considered  to  be  related  to  the  timing 
of  the  recognition  of  revenue.  It  should  be  noted  that  this  view  as- 
sumes that  the  total  periodic  income  tax  cost  is  considered  to  be  made 
up  of  several  components,  each  of  which  can  be  related  to  individual 
items  of  revenue  included  in  the  income  statement. 

The  accrual  of  revenue  approach  appears  to  have  been  the  basis 
of  the  method  used  by  City  Stores  Company  in  the  financial  presentation 
of  postponed  income  taxes  on  their  1 365  Annual  Report.  In  the  excerpt 
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which  is  shown  below,  it  was  noted  that  the  changes  in  the  provision  for 
postponed  income  taxes  were  related  to  increments  of  installment  sales. 


City  Stores  Company 


Position  Statement 

(current  liabilities) 

(000  omitted) 
1964  1963 

Federal  income  taxes 

(Note  E) $270  $354 

Note  E - Federal  Income  Taxes 

The  Company  records  income  from  installment  sales 
for  financial  accounting  purposes  at  the  time 
sales  are  made  and  for  tax  purposes  generally  on 
the  basis  of  cash  collections.  The  deferred  in- 
come taxes  include  amounts  applicable  to  install- 
ment sales  and  accelerated  depreciation.  It  also 
includes  $2,573,728  (a  current  recovery  of  prior 
years'  federal  income  taxes)  of  which  it  is  ex- 
pected $2,075,000  wi 1 1 be  credited  to  income  re- 
invested in  business  as  carryovers  are  used  and 
other  matters  are  resolved. 

The  federal  income  tax  credit  represents  amounts 
applicable  to  a reduction  in  deferred  income  taxes 
and  $95,000  related  to  accelerated  depreciation 
resulting  from  a decrease  in  the  tax  rate  under 
the  Revenue  Act  of  1964. 


I ncome  Statement 


Loss  before  Federal  income  taxes 
Federal  income  tax  credit  - 
(Note  E) 

Net  loss 


(000  omitted) 

1964  1963 

$1,694  $3,275 

1.020  1,680 

$ 674  $1,595 


Note  also  that  provision  was  made  for  the  change  that  occurred  in  the 


rate  of  income  taxation.  It  has  been  argued  by  G.  Kenneth  Carr,  a pro- 
ponent of  the  revenue  or  accrual  approach,  that  postponed  income  taxes 
should  be,  "provided  at  the  current  rates  on  the  amount  of  accounting 
income  reflected  in  the  accounts"  (12). 
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Taxes  as  a Function  of  Specific  Expenses 

There  have  also  been  attempts  to  relate  income  tax  costs  to  some 
tax -deduct i bl e expense.  In  the  specific  expense  or  net-of-tax  approach, 
income  postponements  are  considered  to  be  directly  related  to  an  item 
of  expense.  Black  noted  that  at  least  conceptually  "the  net-of  tax 
method  matches  income  tax  expense  with  the. . . tax-reduci ng  elements  of 
current  income  by  adjusting  the  elements  and  the  related  position  state- 
ment items  di rectly"(l3) • Thus,  the  net-of-tax  approach  assumes  that 
items  of  income  and  expense  should  be  recognized  net  of  their  tax  ef- 
fect . 

Take  for  example,  the  case  where  an  asset  is  depreciated  by 
means  of  an  accelerated  method  for  tax  purposes  only.  Under  the  net- 
of-tax  approach,  adjustments  would  be  made  beginning  in  the  initial 
period  depreciation  expense  by  the  amount  that  tax  depreciation  ex- 
ceeds financial  depreciation  in  the  period.  In  later  periods,  when 
financial  depreciation  exceeds  the  accelerated  depreciation  used  on 
the  tax  report,  depreciation  on  the  income  statement  would  be  decreased 
by  the  corresponding  tax  difference.  It  should  be  noted  that  the  net- 
of-tax  approach  is  not  limited  to  presentations  of  postponed  income 
taxes  arising  from  fixed  assets.  For  example,  The  Anaconda  Company 
presents  its  deferred  mine  development  costs  using  a method  based  on  the 
net-of-tax  approach. 


The  Anaconda  Company 

Position  Statement 
(in  asset  section) 


(000  omitted) 
1967  1966 
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Deferred  Charges  and  Other  Assets 

Mine  Development  - (Note  E) $ 75,030  $ 68,376 

(in  1 i abi 1 i ty  section) 

Accrued  Taxes  (Note  H)  128,320  64,700 

Note  E - Mine  Development 

Deferred  mine  development  costs  represent  ex- 
penditures relating  to  future  operations  at  prop- 
erties owned,  leased  or  held  under  option  and  are 
amortized  for  financial  accounting  purposes  as  ore 
is  extracted  at  rates  based  on  estimates  of  ore- 
bodies  benefited. 

Since  1551  certain  of  these  development  costs 
have  been  deducted  currently  in  computing  federal 
taxes  on  income.  This  practice  has  had  no  effect 
on  reported  net  income  because  the  development 
costs  deferred  in  the  accompanying  position  state- 
ment have  been  reduced  by  charging  to  costs  an 
amount  equivalent  to  the  related  tax  benefit. 

Note  H - Taxes  on  Income 

it  is  believed  that  adequate  provision  has 
been  made  for  all  unsettled  tax  liabilities. 

The  amount  of  the  investment  tax  credit  ap- 
plied in  reduction  of  taxes  for  the  year  1967 
was  $830,000  (1966  - $6,192,000). 

In  its  United  States  and  foreign  income  tax 
returns,  the  Company  reports  certain  amounts  of 
income  and  expense  in  periods  different  from 
those  in  which  the  amounts  are  included  in  in- 
come for  financial  accounting  purposes.  Where 
material,  however,  the  income  tax  effects  of 
these  timing  differences  are  allocated  to  the 
periods  in  which  the  amounts  are  included  in 
the  financial  statements.  As  a result  of  this 
practice,  net  income  tax  reductions  already  re- 
alized but  not  yet  credited  to  income  amounted 
to  $51,867,000  at  December  31,  1967  (1966  - 
$63,191,000). 


Income  Statement 


(000 

omi tted) 

12iZ 

1966 

United  States  and  foreign 
taxes  on  income  (Note  H) 

. $126,914 

$129,165 

Funds  Statement 

(000 

omi tted) 

1967 

1966 

Sources  of  Working  Capital: 

Depreciation  and  Depletion.  . 
Other,  including  deferred 

. $ 65,536 

$ 63,425 

1 ncome  T axes 

(5,403) 

26,575 
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Thus,  the  net -of -tax  approach  may  be  used  to  present  postponed  income 
taxes  arising  from  several  tax-deductible  items  other  than  fixed  as- 
sets. It  should  also  be  noted  that  according  to  Note  H,  The  Anaconda 
Company  apparently  also  uses  the  accrual  method  to  account  for  tax 
timing  differences.  This  may  raise  the  question,  do  some  corporation 
assume  that  income  tax  postponements  arising  from  heterogeneous  items 
are  heterogeneous  in  nature  and,  therefore,  require  a special  financial 
presentation? 

Taxes  as  a Function  of  Pre-tax  Net  Income 

Another  approach  to  the  problem  of  presenting  postponed  income 
taxes  on  the  income  statement  is  to  attempt  to  relate  the  periodic  in- 
come tax  cost  to  the  amount  of  net  income  before  taxes.  This  approach 
appears  to  be  the  basis  of  the  so-called  deferral  method.  According 
to  this  view,  there  should  be  some  normal  relationship  between  the  flow 
of  net  income  and  the  flow  of  income  tax  costs.  The  basic  argument  is 
that  unless  the  flow  of  income  taxes  is  normalized,  the  periodic  final 
income  figure  will  be  distorted. 

Studies  carried  out  by  the  SEC  in  1956  and  1957,  were  based  on 
the  approach  basic  to  the  deferral  method.  Indications  were  found  that 
without  the  allocation  of  postponed  income  taxes,  the  use  of  accelerated 
depreciation  and  accelerated  amortization  for  income  tax  purposes  only 
caused  the  final  income  figure  to  be  materially  distorted  (14).  The 
Commission  subsequently  issued  the  requirement  that  postponed  income 
taxes  be  allocated  to  correct  such  "distortion  in  periodic  net  i ncome 
taxes"  (15).  In  ARB  No.  44  (Revised),  the  AICPA  noted  that  it  was 
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necessary  to  present  postponed  income  taxes  in  order  to  avoid  "income 
distortion"  (16).  The  basic  idea  in  the  deferral  method,  then,  is  that 
there  should  be  a normalization  of  the  otherwise  irregular  flow  of 
periodic  income  tax  costs. 

In  ARS  No.  9 the  deferral  method  was  defined  without  noting 
its  basic  relationship  to  pre-tax  net  income.  It  was  recognized,  how- 
ever, that  "future  tax  rates  and  liabilities  are  disregarded  under  the 
deferred  concept... an  amount  -equal  to  the  reduction  in  taxes  payable 
currently,  resulting  from  costs  deducted  for  tax  purposes  in  excess  of 
those  in  the  financial  statements,  is  recorded  as  a current  tax  expense 
and  a deferred  credit"  (17).  An  example  of  this  method  was  taken  from 
the  1967  Annual  Report  of  Colonial  Stores,  Inc. 


Colonial  Stores,  Inc. 


Position  Statement 

(above  stockholders1  equity) 

(000  omitted) 

1967  1966 

Deferred  Federal  income  taxes 

and  investment  credit  (Note  2) $ 3,805  $ 3,638 

Note  2:  Federal  Taxes  on  Income 
Depreciation  of  fixtures,  equipment  and  trans- 
portation equipment  acquired  new  since  195^  has 
been  recorded  in  the  accounts  by  the  straight- 
line  method,  whereas  for  Federal  income  tax  pur- 
poses the  Company  has  used  accelerated  methods 
of  depreciating  these  assets.  The  reductions  in 
current  Federal  income  taxes  resulting  from  this 
policy  have  been  deferred,  by  charges  to  income 
and  credits  to  deferred  Federal  income  taxes. 

Portions  of  these  provisions  will  be  restored  to 
income  in  years  when  depreciation  that  is  re- 
corded in  the  accounts  exceeds  that  allowable  for 
tax  purposes. 

The  investment  tax  credits  for  years  ended  after 
1963  have  been  taken  directly  into  income  as  a 
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reduction  of  Federal  income  tax  expense.  In 
prior  years,  such  credits  that  were  deferred  are 
being  amortized  over  the  estimated  useful  lives 
of  the  qualified  assets;  the  unamortized  portion 
($258,843)  is  combined  with  deferred  Federal  in- 
come taxes  on  the  accompanying  consolidated  posi- 
tion statement. 


I ncome  Statement 


(000 

omi tted) 

Provision  for  Federal  income  taxes 
(Note  2) 

Current  (net  of  investment  credit: 

m >1 

I966 

1967,  $238,208;  1966,  $376,452).  . 

Deferred  - through  use  of  ac- 
celerated depreciation  for  tax 

$ 5,840 

$ 6,080 

purposes 

184,638 

162,400 

Amortization  of  investment  credit 
Total  Provision  for  Federal 

. (.6.5.  ,.Q » 0-). 

(65,01.0) 

income  taxes 
Funds  Statement 

$ 5,960 

$ 6,177 

(000 

omi tted) 

Funds  provided: 

Provision  for  deferred  income 
taxes  - net  of  investment  tax 

1967 

1966 

credit  amortization  (Note  2).  . 

$ 120 

$ 97 

Summary 

In  the  so-called  accrual  method,  taxes  are  related  to  the  earn- 
ings of  revenue.  Thus,  taxes  are  accrued  periodically  just  like  other 
expenses.  In  the  net-of-tax  method,  tax  costs  are  related  to  other 
expenses,  so  that  tax  costs  are  associated  with  the  inherent  tax- 
deductible  expense  of  an  asset.  In  the  deferfal  method,  tax  costs  are 
associated  with  the  differential  between  pre-tax  financial  income  and 
taxable  income. 

A study  of  published  corporate  annual  reports  seems  to  indicate 
that  the  three  principal  methods,  described  by  Black  for  reporting 
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postponed  taxes  on  the  income  statement,  are  quite  difficult  to  dis- 
tinguish in  practice.  Firms  may  use  one  or  another  of  the  three  methods 
or  may  use  a variation  incorporating  part  of  several  methods. 

Postponed  Income  Taxes  on  the  Statement  of 
Sources  and  Application  of  Funds 

There  has  been  relatively  little  comment  in  regard  to  the  pres- 
entation of  postponed  income  taxes  on  the  statement  of  sources  and  ap- 
plication of  funds,  and  funds  statement.  This  may  be  the  result  of 
several  factors.  It  should  be  recognized,  first,  that  the  format  of 
the  statement  of  funds  is  relatively  less  structured  than  that  of  the 
income  statement  or  the  position  statement  (18).  Also  the  data  provided 
may  not  be  as  important  to  financial  statement  users  as  income  statement 
and  position  statement  data.  In  fact,  many  corporations  do  not  include 
a statement  of  funds  in  their  annual  financial  report. 

There  have  been  indications,  however,  that  interest  in  state- 
ment of  funds  data  may  be  increasing.  In  a survey  conducted  by  the 
AICPA  in  1966,  it  was  noted  that  456  companies,  76  per  cent  of  the  600 
companies  included  in  the  survey,  included  a statement  of  funds  in  their 
annual  financial  report  (19).  In  a similar  survey  conducted  by  the 
AICPA  in  1965,  387  companies,  65  per  cent  of  the  600  companies  included 
in  the  survey,  included  a statement  of  funds  in  their  annual  financial 
report  (20). 

The  items  presented  on  the  statement  of  funds  are  closely  re- 
lated to  the  financial  data  provided  on  the  income  statement  and  the 
position  statement  (21).  Although  the  AICPA  has  recommended  that  funds 
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statements  be  provided  supplementary  to  income  statement  and  position 
statement  data,  it  has  not  been  mandatory  that  such  data  be  included 
in  financial  reports.  Thus,  funds  statements  are  not  prepared  by  all 
corporat i ons . 

Unfortunately,  it  appears  that  it  is  the  statement  of  funds  on 
which  much  of  the  detailed  postponed  tax  data  provided  by  corporations 
have  been  presented.  For  example,  in  a 1966  survey  of  600  income  state- 
ments, postponed  income  tax  items  were  presented  on  259  income  state- 
ments. Nevertheless,  there  were  only  fourteen  instances  in  which  tax 
cost  data  were  provided  in  detail  sufficient  to  determine  the  effect  of 
declines  in  accumulated  income  tax  postponements  (22).  In  a similar 
survey  of  600  funds  statements,  postponed  income  tax  items  were  pre- 
sented on  195  funds  statements.  Yet  there  were  fifteen  instances  in 
which  data  ragarding  declines  in  accumulated  income  tax  postponements 
were  disclosed  (23).  Such  circumstances  give  rise  to  a suspicion  that 
more  detailed  postponed  income  tax  data  on  the  income  statement  is  not 
only  relevant,  but  feasible.  Concomitantly,  there  may  be  reason  to 
seek  a consistent  and  uniform  presentation  of  postponed  income  tax 
data  on  the  statement  of  funds. 

What  is  involved  in  the  presentation  of  postponed  income  taxes 
on  the  statement  of  funds?  How  are  postponed  income  tax  data  presented? 

Is  there  any  indication  of  the  accrual,  deferral  or  net-of-tax  point  of 
view  in  the  reporting  of  postponed  taxes?  What,  if  any,  emphasis  is 
given  to  the  nature  of  postponed  taxes?  Some  businessmen  apparently 
have  recognized  postponed  income  taxes  as  an  important  source  of  funds. 

In  the  trucking  industry,  for  example,  A.  J.  Debe  reported  that  ’’provisions 
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for  deferred  Federal  income  taxes  have  become  an  important  source  for 
debt  financing"  (24). 

Data  excerpted  from  the  1965  Annual  Report  of  the  Sperry  Rand 
Corporation  has  been  used  to  show  how  postponed  income  taxes  are  pre- 
sented on  the  statement  of  funds  of  many  corporations. 


Sperry  Rand  Corporation 


Funds  Statement 

(000 

omi tted) 

1965 

1264 

Source  of  funds: 

Net  income 

$26,659 

Depreciation,  amortization, 
and  obsolescence 

59,600 

Increase  in  deferred  taxes  on 
i ncome 

2,889 

Increase  in  minority  interest 
in  subsidiaries  consolidated  . . 

. . . 4,282 

$114,551 

$89,149 

Position  Statement 

(above  stockholders'  equity) 

(000 

omi tted) 

1965 

1964 

Deferred  taxes  on  income 
related  to  depreciation  

• . . $ 18,573 

$15,360 

Income  Statement 

(000 

omi tted) 

1265 

1264 

Provision  for  Federal  and 
foreign  Income  taxes 

$29,650 

Although,  it  was  not  disclosed  on  the  income  statement  of  Sperry  Rand 
Corporation,  the  periodic  tax  cost  exceeded  the  periodic  tax  assess- 
ment by  $3,213,000.  This  amount  was  disclosed  as  a source  of  funds  on 
the  statement  of  funds  and  as  an  increase  in  the  provision  for  accumu- 
lated tax  postponements  on  the  position  statement. 

Income  tax  postponements  are  not  always  set  out  as  individual 
items  on  the  statement  of  funds.  In  the  1965  Annual  Report  of  the  Sun 
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Chemical  Corporation,  for  example,  tax  postponements  which  occurred 
during  the  period  were  not  disclosed  on  the  statement  of  funds. 


Sun  Chemical  Corporation 


Funds  Statement 


(000  omitted) 

I2S5. 


Funds  came  from: 

Operations: 

Net  earnings $ 1,462 

Depreciation  and  amortization  - 

non  cash  expenses 1,560 

New  long-term  debt 3.000 

$ 6,022 


Position  Statement 

(above  stockholders'  equity) 

(000  omitted) 

1965  1964 

$ 650  $ -0- 

1 ncome  Statement 

(000  omitted) 

1965  1964 

I ncome  T axes $ 1,845  $ 1,460 

Apparently,  the  reported  tax  expense  of  Sun  Chemical  Corporation  in  1965, 
was  greater  than  its  tax  assessment  by  $650,000.  This  amount,  however, 
was  not  disclosed  in  detail  on  either  the  funds  statement  or  the  income 
statement . 

Information  concerning  periodic  income  tax  costs,  supplementary 
to  the  data  found  on  the  income  statement  and  the  position  statement  may 
be  provided  on  the  statement  of  funds.  Where  companies  provide  a state- 
ment of  funds  in  their  annual  report,  postponed  tax  data  is  often  pre- 
sented. In  some  cases,  however,  postponed  income  tax  data  is  not  clearly 
presented.  When  discrepancies  exist  between  data  on  the  income  statement 
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and  position  statement  and  data  on  the  funds  statement  the  result  may 
be  more  confusing  than  enlightening. 

In  the  1965  Annual  Report  of  Certain-Teed  Products  Corporation, 
it  was  difficult  to  ascertain  the  effect  of  a decline  in  accumulated 
income  tax  postponements  on  periodic  income  tax  expense  and  net  income 
after  taxes. 


Certain-Teed  Products  Corporation 


Funds  Statement 


Application  of  funds: 

Expenditures  for  property,  plant 

and  equipment,  net 

Decrease  in  noncurrent  notes  payable 

Decrease  in  deferred  Federal  income 

taxes  

Dividends  on  common  stock  

Purchase  of  common  stock  for  treasury  . . . . 
Other  


(000  omitted) 

I96i 


$10,714 

49,459 

1,932 

2,282 

498 

292 

$65,177 


Position  Statement 

(above  stockholders'  equity) 

(000  omitted) 

1965  1964 

Deferred  Federal  income  tax $1,658  $3,584 

1 ncome  Statement 

(000  omitted) 

1965  1964 

Federal  income  taxes $3,876  $5,056 

Although  it  was  not  evident  on  the  income  statement,  net  income  after 
taxes  was  greater  by  $1,926,000  because  of  a decline  in  accumulated 
income  tax  postponements  on  the  position  statement.  On  the  statement 
of  funds,  however,  $1,932,000  was  shown  as  an  application  of  funds  to 
decrease  accumulated  income  tax  postponements.  The  reason  for  the 
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difference  of  $6,000  was  not  made  clear  in  the  annual  report  of 
Certain-Teed  Products  Corporation. 

Even  without  such  discrepancies,  it  may  still  be  difficult  for 
financial  statement  users  to  determine  the  financial  effect  of  a decline 
in  accumulated  income  tax  postponements.  The  funds  statement  presenta- 
tion of  declines  in  accumulated  income  tax  postponements  as  an  applica- 
tion of  funds  may  be  difficult  to  interpret.  What  actually  has  hap- 
pened is  that  the  tax  cost  for  the  period  is  less  than  the  tax  assess- 
ment for  the  period  because  of  a decline  in  accumulated  income  tax  post- 
ponements. This  fact  appears  to  be  more  evident  when  income  tax  costs 
are  presented  in  detail  on  the  income  statement.  This  matter  has  been 
further  discussed  in  a later  section  of  this  chapter  where  attention 
is  focused  on  the  conclusion  of  Opi nion  No.  11  of  the  Accounting  Prin- 
ciples Board  of  the  A1CPA.  Nevertheless,  it  may  be  tentatively  concluded 
that  noneof  Black's  three  points  of  view  was  evident  in  funds  statements 
that  were  analyzed  in  this  study. 

Postponed  Income  Taxes  on 
the  Position  Statement 

ihere  are  four  ways  of  classifying  postponed  taxes  on  the  posi- 
tion statement.  As  shown  in  Table  3,  there  has  been  an  increasing  tend- 
ency to  classify  postponed  taxes  as  a deferred  credit.  In  the  ten  years 
from  1955  to  1965,  the  number  of  tax  accounts  classified  as  deferred 
credits  has  increased  from  49  per  cent  of  the  total  items  classified  by 
firms  surveyed  by  the  AICPA  in  1955,  to  86  per  cent  of  the  total  items 
classified  by  firms  surveyed  by  the  AICPA  in  1 965 - This  increase  has 
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TABLE  3 

RELATIVE  CHANGES  IN  THE  POSITION  STATEMENT 
PRESENTATION  OF  POSTPONED  TAXES 


1965 

1963 

I960 

1955 

Asset  - Offset 

4 

5 

6 

3 

Deferred  Credit 

458 

500 

99 

39 

Liability 

68 

57 

1 1 1 

36 

Restricted  Retained 
Earni ngs 

0 

2 

2 

1 

Total  of  Items 
C 1 ass i f i ed 

530 

564 

218 

79 

Source  of  data:  American  Institute  of  Certified  Public 

Accountants,  Trends  and  Techniques, 
1962-1966,  Section  2:  Position  Statement. 
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been  particularly  rapid  in  recent  years.  According  to  Black,  these 
presentations  are  related  to  four  methods  of  reporting  postponed  in- 
come taxes  on  the  financial  statements.  At  this  point  consideration 
is  given  to  the  conceptual  arguments  associated  with  these  four  methods. 
Reference  is  then  made  to  the  empirical  effects  of  the  adoption  of  the 
method. 

The  Net-of-Tax  Presentation  Argument 

In  the  offset  or  net-of-tax  presentation,  items  giving  rise  to 
tax  timing  differences  are  recognized  on  the  income  statement  by  means 
of  increases  in  depreciation  or  amortization  charges  equal  to  the  re- 
lated income  tax  postponement.  The  accompanying  credit  to  a position 
statement  account  is  either  netted  directly  against  a position  statement 
account  or  presented  offset  as  a valuation  to  a position  statement  ac- 
count. it  was  previously  noted  in  an  earlier  section,  that  the  in- 
creased amortization  or  depreciation  expense  will  result  in  financial 
pre-tax  income  that  is  equal  to  taxable  income. 

The  net-of-tax  method  has  not  been  limited  in  application  to 
income  tax  postponements  arising  from  fixed  assets.  It  is  a general 
method  that  has  been  applied  to  all  kinds  of  items  giving  rise  to  post- 
poned income  taxes.  The  effects  of  the  net-of-tax  method  are  to  either 
offset  or  net  the  income  tax  postponement  against  an  unamortized  cost 
and  to  increase  income  tax  costs  and  reduce  amortization  expense  by 
identical  amounts  in  future  periods. 

The  justification  for  the  net-of-tax  method  is  that  an  item 
that  has  already  been  "expensed"  for  income  tax  purposes  must  have  less 
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future  utility  than  an  item  whose  tax  usefulness  has  not  been  fully 
exhausted.  The  net-of-tax  presentation  on  the  position  statement  re- 
flects this  tax  status.  Proponents  have  argued  that  "when  as  a result 
of  using  different  methods,  book  depreciation  is  less  than  tax  return 
depreciation,  allocation  is  necessary  to  charge  against  income,  as  a 
cost,  that  part  of  the  tax  deductibility  attaching  to  the  asset,  which 
has  expired"  (25). 

The  net-of-tax  method  has  been  favored  for  several  reasons. 
Initially,  the  method  was  advantageous  in  regard  to  the  presentation  of 
taxes  on  the  income  statement.  In  the  19^0' s,  the  SEC  favored  showing 
only  the  periodic  tax  assessment  as  the  tax  cost  of  the  period  (26). 

The  net-of-tax  presentation  of  income  tax  postponements  was  a means  of 
allocating  income  tax  costs  without  showing  periodic  tax  costs  greater 
than  the  periodic  tax  assessment.  The  net-of-tax  presentation  of  accumu- 
lated income  tax  postponements  was  also  favored  because  it  avoided  the 
difficulties  encountered  in  presenting  the  items  as  debt.  In  1959, 
Williard  Graham  stated  that  where  the  amount  of  accumulated  income  tax 
postponements  "is  likely  to  increase  indef i nately , or  tend  to  stabilize, 
the  accumulated  amount  might  properly  be  regarded  as  'additional  amorti- 
zation or  depreci ation. . . i n recognition  of  the  loss  of  future  deducti- 
bility for  income  tax  purposes'  " (27).  In  recent  years,  however,  the 
net-of-tax  method  has  been  criticized  on  several  grounds. 

Opponents  have  criticized  the  net-of-tax  presentation  of  ac- 
cumulated postponed  income  taxes  because  it  runs  counter  to  the  account- 
ing convention  that  assets  and  liabilities  on  the  position  statement 
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should  not  be  offset.  Others  have  criticized  the  presentation  be- 
cause it  does  not  provide  adequate  disclosure  for  proper  interpreta- 
tion. Moonitz  held  that  the  net-of-tax  presentation  was  apparently 
used  to  avoid  showing  the  postponed  income  taxes  as  estimated  future 
tax  assessments.  He  stated  that  "apparently  the  specific  dislike  of 
showing  an  estimated  future  tax  overcomes  the  general  objection  to  a 
subtraction  of  a debt  from  an  asset.  The  amount  of  the  future  tax  is, 
of  course,  still  in  the  statements;  it  is  simply  buried  and  not  dis- 
closed" (28). 

The  concept  of  price  being  equal  to  the  present  value  of  the 
series  of  net  revenues  produced  by  an  item  during  its  useful  life  has 
been  extended  by  the  proponents  of  the  net-of-tax  method  to  include  the 
notion  that  additional  benefits  are  provided  if  the  cost  of  the  item 
is  tax  deductible.  An  illustration  of  this  method  of  presenting  ac- 
cumulated postponed  income  taxes  on  the  position  statement  was  taken 
from  the  1 963  financial  statements  of  F.  W.  Woolworth  Company. 


F.  W.  Wool  worth  Company 
Position  Statement 


(000 

omi tted) 

1964 

1261 

Properties,  at  cost: 

Land  and  bui 1 di ngs 

$123,042 

Furniture,  fixtures  and 
equipment  

241,768 

$381 ,480 

$364,810 

Accumulated  depreciation 
(Note  C)  

• • • JALg 31 

135,085 

$233,623 

$229,725 

Note  C Depreciation  and  Income  Taxes:  For  income  tax 
purposes  depreciation  is  calculated  by  the  parent 


company  and  Canadian  subsidiary  using  accelerated 
methods,  and  the  parent  company  uses  the  United 
States  Treasury  guideline  lives  for  furniture,  fix- 
tures and  equipment;  for  financial  accounting  pur- 
poses depreciation  is  calculated  using  other  rates 
and  the  straight-line  method.  As  a result,  the 
amount  of  depreciation  to  be  claimed  on  income  tax 
returns  exceeds  the  amount  of  depreciation  charged 
to  income,  and  1964  income  taxes  have  been  reduced 
$5,957,707.  This  did  not  affect  net  income  for  the 
year,  however,  because  the  provision  for  deprecia- 
tion includes  an  equivalent  amount  provided  in  lieu 
of  deferred  income  taxes. 


I ncome  Statement 


Depreciation  and  amortization 

(Note  C) 

% 

Provision  for  income  taxes 
(Note  C) 

Funds  Statement 


Sources  of  working  capital: 

Net  income  for  the  year  . . . . 
Less  equity  in  undistributed 
earnings  of  British  company 

for  the  year 

Depreciation  and  amortization 
income  on  long-term  debt.  . . . 
Other  transactions 


(000 

omi tted) 

1964 

1963 

$ 37,052 

$ 37,368 

20,220 

$ 14,560 

(000 

omi tted) 

1964 

1261 

$ 57,793 

$ 51,005 

(7,370 

(9,317) 

37,052 

37,368 

39,764 

. . 751 

(4Zl 

$ 88,227 

$118,774 

The  following  note  was  included  in  the  1 965  Annual  Report  of  the  F.  W. 
Woolworth  Company  "the  amount  of  depreciation  to  be  claimed  on  income 
tax  returns  exceeds  the  amount  charged  to  income  and  income  taxes  pay- 
able for  1965  have  been  reduced  $5,354,030;  1964,  $5,957,707.  This 


did  not  affect  net  income  for  either  year  because  the  provision  for  in 
come  taxes  include  an  amount  equivalent  to  the  income  taxes  deferred. 
In  previous  years,  the  comparable  reduction  in  taxes  currently  payable 
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was  offset  by  an  additional  provision  for  depreciation  in  lieu  of  the 
deferred  income  taxes."  The  F.  W.  Woolworth  Company,  like  several 
other  companies,  no  longer  uses  the  net-of-tax  method  to  present  post- 
poned income  taxes  arising  from  the  use  of  accelerated  depreciation  for 
tax  purposes  only.  Instead,  it  presents  income  tax  postponements 
arising  from  accelerated  depreciation  on  the  equity  side  of  the  position 
statement . 

Black  stated  in  ARS  No.  9 that  the  principal  counter-argument 
to  the  net-of-tax  presentation  is  that  depreciation  and  income  taxes 
should  be  recognized  as  essentially  separate  accounting  problems  (29). 
Opponents  of  the  net-of-tax  presentation  stress  the  need  to  disclose 
postponed  income  taxes  on  both  the  income  statement  and  the  position 
statement.  They  insist  that  the  net-of-tax  method  completely  avoids 
the  problem  of  accounting  for  income  taxes. 

The  Accrual  Presentation  Argument 

In  ARS  No,  9,  Black  stated  that  the  accrual  method  of  present- 
ing postponed  income  taxes  is  based  on  the  concept  that  the  accrual  of 
income  should  be  accompanied  by  the  accrual  of  income  tax  expense  and 
an  income  tax  liability  (30).  In  Black's  view,  the  accrual  method  has 
two  significantly  distinctive  characteristics.  One,  current  income 
tax  postponements  are  viewed  as  related  to  increases  in  future  income 
tax  assessments.  That  is,  under  the  accrual  method,  postponed  income 
taxes  on  the  position  statement  are  viewed  as  a provision  for- estimated 
future  taxes,  as  opposed  to  an  accumulation  of  past  tax  timing  differences. 
Secondly,  the  method  emphasizes  the  notion  that  the  accrual  of  income 
tax  expense  is  comparable  in  every  way  to  the  notion  of  accrual  of  any 
other  expense. 
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The  accrual  method  envisioned  in  ARS  No.  9 calls  for  the  ac- 
crual of  income  tax  expense  and  the  adjustment  of  accumulated  income 
tax  postponements  on  the  basis  of  the  most  recent  income  tax  rates  (31). 
Black  stressed  this  characteristic  of  the  accrual  method  as  one  that 
was  particularly  noteworthy.  He  accepted  the  view  that  there  was  a need 
for  postponed  income  taxes  on  the  position  statement  to  be  related  to 
expected  future  tax  assessments.  Since  future  tax  payments  are  expected 
to  arise,  postponed  income  taxes  on  the  position  statement  should  be  pre- 
sented as  an  estimated  liability  using  the  liability  method  (32). 

Several  companies,  including  General  Motors,  American  Machine 
and  Foundry,  and  Minnesota  Mining  and  Manufacturing,  use  the  accrual 
method  to  present  postponed  income  taxes  on  the  position  statement. 

That  is,  postponed  income  taxes  are  presented  on  the  position  statement 
as  a provision  for  estimated  future  income  taxes.  Minnesota  Mining  and 
Manufacturing  presents  postponed  income  taxes  on  the  position  statement 
in  an  account  described  as  "Accrued  Taxes  (including  Deferred  Income 
Tax)."  Although  it  may  be  difficult  to  determine  the  number  of  corpora- 
tions that  use  the  accrual  method,  surveys  published  by  the  AICPA  indi- 
cate that  the  accrual  method  has  not  been  widely  adopted  (33). 

Black  found  some  difficulty  in  distinguishing  between  the  ac- 
crual and  the  deferral  methods  of  presenting  postponed  income  taxes. 
Essentially,  the  methods  differ  most  in  regard  to  their  presentation  of 
postponed  income  taxes  on  the  position  statement.  A firm  that  uses  the 
accrual  method  will  present  postponed  income  taxes  on  the  basis  of  es- 
timated future  income  tax  payments.  Therefore,  as  changes  in  the  income 
tax  rate  occur,  firms  using  the  accrual  method  will  adjust  their  position 
for  postponed  income  taxes  accordingly. 


There  may  be  several  reasons  why  it  is  difficult  to  recog- 
nize the  causes  of  adjustments  to  the  provision  for  postponed  income 
taxes  on  the  position  statement.  One  is  that  income  tax  costs  are  dif- 
ficult to  accrue  in  practice.  This  will  be  discussed  in  greater  de- 
tail in  the  analysis  of  Opi nion  No.  1 1 presented  later  in  this  chap- 
ter. Another  is  that  companies  which  do  not  adjust  their  postponed  in- 
come tax  provision  according  to  the  accrual  method  often  do  not  dis- 
close what  has  been  done.  That  is,  it  may  be  helpful  to  financial 
statement  users  for  companies  to  clearly  state  the  basis  of  adjust- 
ments to  the  position  statement  provision  for  postponed  income  taxes. 

A statement  like  that  found  in  the  1965  Annual  Report  of  the 
Union-Camp  Corporation,  for  example,  made  it  clear  that  the  accrual 
method  was  not  used.  Postponed  income  taxes  on  the  position  statement 
of  the  Union-Camp  Corporation  were  not  presented  as  an  estimate  of  fu- 
ture tax  payments. 


Union-Camp  Corporation 

Position  Statement 

(above  stockholders'  equity) 

(000  omitted) 

1965  1964 

Deferred  Federal  income  Taxes.  ...  $ 5,275  $ 4,475 

Note  3:  Depreciation  provided  in  financial  statements  has 
been  based,  since  1962,  upon  the  guidelines  suggested  by 
the  U.  S.  Treasury  Department.  However,  in  computi ng.  Fed- 
eral income  taxes,  the  company  continues  to  claim  accelerated 
depreciation  while  using  the  straight-line  method  for  account- 
ing purposes.  In  1965  this  resulted  in  estimated  savings  of 
taxes  payable  in  future  years  of  $800,000.  This  amount  has 
been  charged  against  income  and  credited  to  deferred  Federal 
income  taxes.  Similar  prior  years'  provisions  have  not  been 
adjusted  to  reflect  the  lower  current  tax  rate. 

As  in  1964,  the  entire  7 per  cent  investment  credit  was 
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included  in  net  income  in  1965  as  a reduction  of 
the  provision  for  Federal  income  taxes  on  income. 
The  credit  so  included  was  $925,000  compared  with 
$700,000  in  1964. 


I ncome  Statement 


(000 

omi tted) 

i2°£ 

_L§64 

Provision  for  income  taxes: 
Federal  taxes  - current.  . . . 

• . $ 

16,425 

$ 14,900 

- deferred  . . . 

800 

900 

State  taxes 

1 , 200 

m. 

Total  income  taxes  

. • $ 

18,425 

$ 16,750 

Funds  Statement 

(000 

omi tted) 

196 £ 

1264 

Sources  of  working  capital: 

Net  income  for  year 

. . $ 

24,043 

$ 19,646 

Provision  for  depreciation 
and  depletion 

18,265 

17,678 

Deferred  Federal  income  taxes. 

• • 

800 

900 

Cash  flow  from  operations.  . . 

. . $ 43,108 

$ 38,224 

The  deferral  method,  then,  was  used  by  the  Union-Camp  Corporation  to 
present  postponed  income  taxes  on  the  position  statement. 

The  General  Motors  Corporation,  however,  is  an  example  of  a 
company  that  uses  the  accrual  method  to  present  postponed  income  taxes 
on  the  position  statement.  In  their  financial  statements  it  was  in- 
dicated that  the  provision  for  postponed  income  taxes  reflected  changes 
in  income  tax  rates  and  was  an  estimate  of  anticipated  future  tax  pay- 
ments. In  the  financial  report  published  in  1967,  it  was  stated  that 
provisions  for  postponed  income  taxes  are  made  "currently  for  estimated 
income  taxes  to  be  paid  under  applicable  tax  laws."  The  following  ad- 
ditional data  were  abstracted  from  the  General  Motors  Corporation  in 
1967  Annual  Report. 


General  Motors  Corporation 


Position  Statement 

(between  long-term  debt  and  reserve  section) 

(000  omitted) 

1967  1966 

Other  liabilities $589,802  $564,587 

Notes  to  Financial  Statements 

Provisions  for  income  taxes:  Provisions  are  charged 
to  income  currently  for  estimated  income  taxes  to  be 
paid  under  the  applicable  tax  laws.  In  any  year 
there  are  differences  between  taxable  income  and  pre- 
tax accounting  income.  Such  differences  tend  to  off- 
set one  another  over  a period  of  years;  however,  at 
December  31,  1967,  income  had  been  charged  with  cer- 
tain expenses  which  will  be  deductible  for  tax  pur- 
poses subsequent  to  that  date. 

Investment  tax  credits  allowed  under  the  Internal 
Revenue  Code  are  added  to  provisions  for  income  taxes 
payable  and  deferred  for  amortization  over  the  lives  of 
the  related  assets  through  reduction  in  such  provisions. 

In  1967,  the  credit  so  deferred  was  $31,493,000  and  the 
amount  so  amortized  was  $20,875,000. 

Income  Statement 

(000  omitted) 

1967  1966 

Provision  for  United  States 

and  foreign  income  taxes $ 1,386  $ 1,477 

It  may  be  difficult  for  financial  statement  users  to  determine  inde- 
pendently from  the  data  provided  by  the  General  Motors  Corporation 
whether  the  provision  for  postponed  income  taxes  has  been,  in  Black's 
words,  reasonable.  The  provision  itself  is  not  identified  on  the  po- 
sition statement  and  can  only  be  surmised  from  the  information  given 
in  the  note  to  the  financial  statements. 

Income  tax  postponements  were  presented  in  a clearer  fashion 
using  the  accrual  method  in  the  1965  Annual  Report  of  Sears,  Roebuck 
and  Company. 
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Sears.  Roebuck  and  Company 

Position  Statement 
(above  stockholders'  equity) 

(000  omitted) 

1964  1963 

Deferred  income  taxes 

(Note  4)  $453,570  $359,710 

Note  4:  Taxes:  For  income  tax  purposes,  the  Company 
uses  the  installment  method  of  reporting  its  income. 
Under  this  method,  the  tax  on  the  profit  from  an  in- 
stallment is  payable  when  the  profit  is  realized  by 
a collection  from  the  customer  or  through  the  sale 
of  the  account.  However,  the  Company  prepares  its 
consolidated  financial  statements  on  the  accrual 
basis  wherein  the  profit  on  an  installment  sale  is 
included  in  income  at  the  time  of  sale,  and  the 
provision  for  Federal  income  taxes  is  charged  against 
income  concurrently. 

Income  Statement 

(000  omi tted) 
1964  1963 

Provision  for  income  taxes  $247,150  $223,300 


Funds  Statement 


Funds  were  provided  by: 
Federal  income  tax  deferred 


(mi  1 1 i ons) 

1964 


$ 93.8 


Where  income  tax  postponements  arise  from  the  use  of  the  installment 


method  for  tax  purposes  the  accrual  method  is  closely  approximated  by 
the  deferral  method  of  presenting  postponed  income  taxes  on  the  posi- 
tion statement.  That  is,  estimated  future  tax  payments  arising  from 
installment  sales  approximate  the  amount  of  the  tax  timing  difference 
because  of  the  relatively  short  time  lapse  involved. 

The  accrual  method  of  presenting  postponed  income  taxes  on  the 


position  statement  involves  the  following  argument.  The  effect  of  a 
current  tax  reduction  is  to  postpone  the  payment  of  tax  (34).  The 
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amount  on  the  position  statement  which  arises  as  a.  result  of  these 
income  tax  reductions  is  a liability  to  pay  a sum  of  money  to  the  Fed- 
eral government  in  the  future  (35).  An  estimated  liability  exists, 
even  without  a creditor-debtor  relationship,  because  of  the  expecta- 
tions that  future  tax  payments  will  arise  (36).  Even  though  the  pro- 
visions of  the  tax  law  might,  in  some  sense,  result  in  a deferral  of 
tax,  there  is  no  deferral  of  a tax  liability  since  there  was  no  tax 
levied.  The  tax  law  does  not  levy  future  taxes.  Proponents  of  the 
accrual  method  argue  that  income  taxes  may  be  accrued,  however,  be- 
cause there  are  expectations  of  future  tax  payments.  Proponents  of 
the  accrual  method  stress  that  it  is  only  through  the  accrual  of  a 
tax  expense  and  a tax  liability  that  income  tax  costs  can  be  allocated 
between  periods  on  the  basis  of  the  accounting  concept  of  matching. 
Nevertheless,  the  accrual  method  of  presenting  postponed  income  taxes 
on  the  position  statement  has  not  been  widely  adopted  (37). 

The  Deferral  Presentation  Argument 

In  most  position  statement  presentations  of  postponed  income 
taxes,  the  items  are  described  as  deferred  credits.  In  a 1965  survey 
by  the  A1CPA  437  of  530  postponed  income  tax  items  on  the  position 
statement  were  described  as  deferred  credits  (38).  Similar  surveys, 
conducted  in  1955  and  I960,  had  reported  different  findings  from  those 
of  the  1965  survey.  In  the  earlier  surveys  only  a few  companies  re- 
ferred to  postponed  income  tax  items  as  deferred  credits.  In  1955, 
for  example,  52  of  80  presentations  of  postponed  income  tax  items  on 
the  position  statement  were  described  as  a provision  or  a reserve  for 
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taxes.  In  recent  years  companies  have  come  to  refer  to  postponed  in- 
come taxes  on  the  position  statement  as  deferred  taxes  and  to  income 
tax  allocation  as  the  deferral  of  income  taxes. 

Care  should  be  taken  in  the  inferences  drawn  from  the  wide- 
spread use  of  the  deferred  income  tax  description.  There  may  be  no  con- 
nection between  the  description  of  the  postponed  income  tax  account  and 
the  method  used  to  present  it  on  the  position  statement.  The  postponed 
income  tax  account  may  be  presented  on  the  position  statement  using  the 
deferral  method  and  yet  be  described  as  a reserve,  a liability  or  a 
deferred  credit.  It  is  difficult,  without  a detailed  disclosure  of 
tax  costs  on  the  income  statement,  to  ascertain  whether  the  deferral 
method  has  been  used  on  the  position  statement  (39).  Nevertheless, 
it  may  be  inferred  that  the  deferral  method  of  presenting  postponed  in- 
come taxes  on  the  position  statement  is  used  by  more  companies  than  any 
other  method. 

Although  the  deferral  method  of  accumulating  past  tax  timing 
differences  has  been  widely  adopted,  there  seems  to  be  considerable 
difficulty  in  describing  what  the  accumulation  means  in  financial  terms. 
Thomas  F.  Keller  believes  that  the  accumulation  may  often  be  misunder- 
stood by  financial  statement  users.  In  addition,  he  says  that  "the  use 
of  the  term  seems  to  reflect  confusion  in  the  mind  of  the  person  or  per- 
sons preparing  the  statements"  (40) . In  AKS  No.  9 the  deferral  method 
was  criticized  because  "deferred  credits  from  tax  allocation  have  the 
characteristics  of  accruals  but  not  of  deferrals"  (41). 

Deferred  items  usually  involve  situations  in  which  cash  outlays 
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or  cash  receipts  precede  the  expense  or  revenue.  Income  tax  postpone- 
ments involve  future  cash  outlays  occurring  after  recognition  of  the 
tax  expense;  a process  usually  described  as  an  expense  accrual.  The 
recognition  of  postponed  income  taxes  is  justified  in  part  by  the  ex- 
pectation that  future  tax  assessments  result  from  current  tax  timing 
differences.  Thus,  income  tax  expense  is  not  deferred.  The  expected 
future  tax  assessment  is  not  viewed  as  an  expense  of  the  later  period. 
It  is  viewed  as  a part  of  current  operations  and  therefore  as  a part 
of  current  tax  expense  presented  on  the  income  statement.  Thus,  op- 
ponents of  the  deferral  method  argue  that  income  tax  postponements 
should  not  be  described  as  deferred  credits  because  they  do  not  involve 
the  allocation  of  past  cash  outlays  or  cash  receipts.  Instead,  they 
argue  that  income  tax  postponements  seem  to  involve  anticipated  future 
tax  assessments. 

Those  who  support  the  deferral  method  tend  to  ignore  the  prob- 
lem of  the  reasonableness  of  the  position  statement  provision  for  post- 
poned income  taxes.  According  to  Black,  the  deferral  method  assumes 
as  irrelevant  the  question  of  whether  or  not  a tax  is  eventually  paid. 
To  proponents  of  the  deferral  method  the  problem  of  income  tax  alloca- 
tion is  concerned  only  with  a tax  timing  difference  and  its  reversal 
(42).  That  is,  proponents  of  the  deferral  method  stress  the  problem 
of  allocating  taxes  between  periods.  A question  asked  in  Chapter  V 
is  whether  accounting  for  income  taxes  in  addition  to  being  a problem 
of  allocation  might  also  be  a problem  of  measurement.  Although  ARS 
No.  9 viewed  the  deferral  method  with  misgivings,  the  method  was  still 
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judged  as  an  acceptable  means  of  presenting  postponed  income  taxes  on 
the  position  statement  (43). 

At  present,  then,  most  of  the  companies  presenting  postponed 
income  taxes  on  the  position  statement  employ  the  deferral  method.  In 
some  cases,  companies  may  use  the  deferral  method  even  though  the  post- 
poned income  taxes  are  described  as  liabilities.  For  example,  in  the 
1967  Annual  Report  of  the  Flintkote  Company,  postponed  income  taxes 
were  presented  as  a part  of  long-term  debt,  even  though,  according  to 
the  financial  notes,  presentation  was  based  on  the  deferral  method. 


The  Flintkote  Company 


Position  Statement 

(wi th  long-term  debt) 

(000  omitted) 
1967  1966 

Deferred  taxes  on  income 

(Note  3) $19,800  $18,574 

Note  3:  Depreciation  for  book  purposes  is  provided  on  the 
straight-line  method  and  for  certain  assets  is  less  than 
depreciation  claimed  for  income  tax  purposes.  Further, 
certain  mine  development  costs  are  claimed  for  income  tax 
purposes  as  incurred  but  for  book  purposes  are  deferred 
and  amortized  on  a per-ton-mi ned  basis.  The  resulting 
current  tax  benefits  are  deferred  to  subsequent  periods 
when  book  provisions  for  depreciation  and  amortization 
will  exceed  the  amounts  allowable  for  income  tax  pur- 
poses . 

Note  4:  I nvestment.  tax  credits  are  being  amortized  ratably 
over  ten-year  periods. 


! ncome  Statement 


Federal  and  foreign  taxes  on  income 
Currently  payable 

(000 

omi tted) 

United  States 

. $ 2,276 

$ 5,344 

Foreign  

. 1,334 

1,195 

Deferred  (Note  3) 

Charge  equivalent  to  investment 

1,166 

tax  credit,  net  (Note  4) 

1 1 

163 

$ 4,827 

$ 7,868 

Funds  Statement 
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(000  omitted) 


1967 

Sources  of  funds: 

Net  income  $10,404 

Provision  for  depreciation  and 

depletion  14,314 

Increase  in  deferred  taxes  and 

investment  tax  credits  1,237 

Other,  net 801 


$26,756 

The  Flintkote  Company,  then,  does  not  attempt  to  estimate  future  tax 
assessments.  Instead,  they  accumulate  tax  timing  differences  in  their 
presentation  of  postponed  income  taxes  on  the  position  statement. 

The  deferral  method  was  also  used  by  the  Brown  Shoe  Company. 

This  fact,  however,  was  not  clearly  disclosed.  In  the  notes  to  the 
financial  statements,  it  was  stated  that  the  "tax  effect"  of  tax  timing 
differences  as  added  to  accumulated  postponed  income  taxes.  This  might 
mean  that  the  increment  was  based  on  future  tax  expectations.  Unfor- 
tunately, the  financial  statement  user  cannot  be  sure  since  the  amount 
of  current  tax  assessment  is  not  disclosed.  Nor  is  the  mystery  solved 
by  referring  to  the  year  in  which  the  postponed  income  taxes  were  first 
presented  on  the  position  statement.  In  that  first  year,  1965,  it  was 
noted  that  income  tax  expense  included  $337,000  of  postponed  income  taxes, 
yet,  $1,144,065  of  accumulated  income  tax  postponements  are  shown  on  the 
position  statement  above  long-term  debt.  It  is  difficult  to  determine 
whether  or  not  the  deferral  method  has  been  used  to  account  for  post- 
poned income  taxes  on  the  position  statement. 

Brown  Shoe  Company 

Position  Statement 

(above  long-term  debt) 
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Deferred  income  taxes 


(000  omitted) 

1967  1966 

$1,264  $1,539 


Financial  Review 

Deferred  income  taxes:  As  a result  of  using  "guide- 
lines" and  accelerated  depreciation  methods  the  Com- 
pany claims  an  amount  of  depreciation  for  tax  purposes 
different  from  the  amount  it  records  for  financial 
statement  purposes.  The  tax  effect  of  this  difference 
is  included  in  current  earnings  and  deferred  income 
taxes . 

1 ncome  Statement 

(000  omitted) 
MZ  ±966 

Federal  and  state  income 

taxes  $17,500  $16,130 

The  following  data  concerning  postponed  income  taxes  were  excerpted 
from  the  1965  Annual  Report  of  the  Brown  Shoe  Company. 


Brown  Shoe  Company 

Position  Statement 

(below  long-term  debt) 

(000  omitted) 

1965  1964 

Deferred  income  taxes  $ 1,1 44  $ -0- 

Financial  Review 

Deferred  income  taxes:  Deferred  income  taxes  in 
the  amount  of  $1,144,065  at  October  31.  1965,  sub- 
stantially comprise  income  taxes  deferred  to  future 
years  as  a result  of  the  Company's  adoption,  retro- 
active to  fiscal  year  1962,  of  guideline  lives  for 
certain  classes  of  depreciable  property  for  Federal 
income  tax  purposes.  The  provision  for  income  taxes 
for  the  fiscal  year  1965  included  $337,000  for  de- 
ferred income  taxes. 

Income  Statement 

(000  omitted) 

1965  1964 

Federal  and  state  income 

taxes $13,670  $12,830 

A clearer  example  which  shows  the  use  of  the  deferral  method  in 
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presenting  postponed  income  taxes  on  the  position  statement  was  found 
in  the  1965  Annual  Report  of  the  Philadelphia  and  Reading  Corporation. 


Philadelphia  and  Reading  Corporation 
Position  Statement 

(non-current  liabilities  and  reserves) 

(000  omitted) 

1965  1964 

Deferred  Federal  income  taxes 

(Note  5) $14,732  $ -0- 

Note  5: Lone  Star  Steel  Company,  a subsidiary,  pro- 
vides for  deferred  Federal  taxes  on  earnings  result- 
ing from  deductions  for  accelerated  amortization  of 
emergency  facilities  and  depreciation  at  guidelines 
rates,  etc.,  less  amounts  charged  to  expense  currently 
but  not  currently  deductible  for  tax  purposes  (provisions 
for  bargaining  unit  pensions,  relining  furnaces,  etc.) 
and  applies  the  amounts  accumulated  in  deferred  taxes  on 
earnings  in  prior  years  as  reductions  of  charges  for  Fed- 
eral income  taxes  on  earnings  thereafter. 


Income  Statement 


I ncome  taxes 


(000 

!%£ 

$13,225 


omi tted) 

1964 
$ 9,675 


Although  it  is  difficult  to  always  identify  the  method,  the  de- 
ferral method  of  presenting  postponed  income  taxes  on  the  position 


statement  appears  to  have  gained  wide  acceptance.  That  is,  it  appears 
that  the  majority  of  companies  with  postponed  income  taxes  on  the  posi- 
tion statement  present  them  as  an  accumulation  of  past  tax  timing  dif- 
ferences as  opposed  to  estimates  of  future  tax  assessments.  It  should 


be  noted  that  in  ARS  No.  9.  it  was  concluded  that  the  deferral  method 
should  be  viewed  with  misgivings  (44).  Based  on  the  findings  of  ARS  No. 

Black  recommended  that  the  accrual  method  should  be  used  in  prefer- 
ence to  the  deferral  method,  to  present  postponed  income  taxes  on  the 
position  statement  (45). 
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The  Owners1  Equity  Presentation  Argument 

Nearly  everyone  has  rejected  the  idea  of  presenting  postponed 
income  taxes  on  the  position  statement  by  restricting  retained  earnings. 
Most  of  what  little  support  there  has  been  for  treating  postponed  in- 
come taxes  as  a part  of  equity  has  come  from  industries  subject  to 
State  or  Federal  rate  regulations.  In  all  other  cases,  the  SEC  has 
opposed  the  practice  of  designating  any  amount  of  postponed  income 
taxes  as  retained  earnings,  or  in  any  manner  as  a part  of  equity  cap- 
ital, in  financial  statements  filed  with  them  (46). 

The  Committee  on  Accounting  Procedure  of  the  AICPA  has  also 
taken  a similar  position.  In  their  view,  a provision  for  the  recogni- 
tion of  postponed  income  taxes,  being  required  for  the  proper  determi- 
nation of  net  income,  should  not  at  the  same  time  result  in  a credit  to 
retained  earnings  or  to  any  other  account  included  in  the  stockholders' 
equity  section  of  the  position  statement  (47). 

Proponents  of  the  equity  presentation  of  postponed  income  taxes 
do  not  view  tax  timing  differences  as  additions  to  tax  cost.  The  tax 
differences  are  viewed  as  similar  to  gifts.  According  to  this  view, 
postponed  income  taxes  are  similar  to  contributions  made  by  the  govern- 
ment toward  the  cost  of  assets  acquired,  and  thus,  may  be  described  as 
includible  in  the  equity  base. 

Like  the  accrual  method,  the  equity  method  provides  for  post- 
poned income  taxes  on  the  basis  of  estimated  future  tax  assessments. 

In  the  equity  method,  however,  the  provision  is  made  by  restricting  a 
portion  of  retained  earnings  to  create  a tax  reserve.  Thus,  under  the 


126 


equity  method,  the  position  statement  provision  for  postponed  in- 
come taxes  is  not  related  to  the  tax  costs  presented  on  the  income 
statement  of  the  period.  The  tax  reserve  is  restored  to  retained 
earnings  when  any  part  thereof  is  no  longer  considered  necessary  (48). 
Changes  in  the  provision  for  postponed  income  taxes,  under  the  equity 
method,  do  not  affect  the  determination  of  net  income  for  any  year. 

Proponents  of  the  owners'  equity  method  have  emphasized  the 
position-statement-oriented  view.  They  argue  that  large  amounts  of 
accumulating  postponed  income  taxes  are  incongruous  with  the  concept 
of  the  deferred  credit  account  and  tend  to  complicate  the  interpre- 
tation of  the  position  statement.  This  argument  has  been  augmented 
in  some  respects  by  criticisms  of  the  deferred  credit  description  of 
postponed  income  taxes  on  the  position  statement. 

Some  critics  believe  that  describing  postponed  income  taxes  as 
deferred  credits  does  not  adequately  disclose  the  nature  of  the  ac- 
count. Further,  they  believe  that  financial  analysts  and  other  fi- 
nancial statement  users,  unable  to  interpret  the  significance  of  the 
deferred  tax  credit  account,  may  tend  to  ignore  the  account  altogether. 

It  is  argued,  then,  that  the  deferred  credit  description  of  postponed 
income  taxes  on  the  position  statement  may  cause  analysts  to  ignore 
the  postponed  income  tax  account  in  their  financial  analyses. 

This  problem  was  considered  by  Moonitz  in  a somewhat  different 
context.  Nevertheless,  he  recognized  the  danger  and  warned  that  the 
omission  of  postponed  income  taxes  would  be  like  the  omission  of  long- 
term debt;  it  would  make  the  position  statement  false  and  misleading  (49). 
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In  his  view,  postponed  income  taxes  materi al  ty  affect  financial  struc- 
ture by  improving  the  working  capital  position. 

Opponents  of  the  owners'  equity  method  have  stressed  the 
income-statement-oriented  view  that  income  tax  postponements  are  rele- 
vant to  the  results  of  operations  and  should  be  presented  as  a cost  on 
the  income  statement  and  consequently  as  a part  of  debt  on  the  position 
statement. 

The  owners'  equity  method  of  presenting  postponed  income  taxes 
on  the  position  statement  does  not  recognize  postponed  income  taxes  as 
a cost  relevant  to  the  results  of  current  operations.  Opponents  agree 
that  this  is  the  major  deficiency  of  the  owners'  equity  method  (50). 

As  a result,  the  arguments  in  favor  of  the  owners'  equity  presentation 
have  gained  very  little  in  terms  of  acceptance  by  either  the  account- 
ing profession  or  the  business  community.  Very  few  corporations  have 
adopted  the  equity  method  of  presenting  postponed  income  taxes  on  the 
position  statement. 

McGraw-Hill  was  noted,  in  a survey  conducted  by  the  A1CPA,  as 
a corporation  reporting  a tax  reserve  within  stockholders'  equity  (51). 
As  shown  in  the  data  abstracted  from  the  McGraw-Hill  1 965  Annual  Re- 
port, postponed  income  taxes  were  described  as  deferred  credits  al- 
though a part  of  appropriated  retained  earnings  were  noted  to  be  "net 
of  related  Federal  income  taxes." 

McGraw-Hi 11,  Inc. 

Position  Statement 
(above  stockholders'  equity) 


(000  omitted) 
1965  1964 
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Deferred  Federal  Income  taxes 


(Note  4) 

$ 6,444 

$ 5,787 

(within  retained  income) 

(000 

omi tted) 

Appropri ated 

1965 

1964 

For  pensions 

For  unexpired  subscriptions  - 
Net  of  related  Federal  income 

$ 2,000 

$ 2,000 

taxes  (Note  4) 

5,766 

5,395 

Unappropri ated 

74,971 

67.365 

$82,737 

$74,760 

Note  4.  Deferred  Federal  income  taxes: 

It  has  been  the  consistent  policy  of  the 

Company 

to 

reflect  subscription  income  and  the  cost  of  securing 
subscriptions  at  the  time  the  subscriptions  are 
secured  and  the  cost  incurred.  Federal  income  tax 
provisions  in  the  income  statement  are  based  upon 
the  income  reported  therein.  Since  the  subscription 
income  is  reported  for  Federal  income  taxes  on  a deferred 
basis  over  the  life  of  the  subscription.  Federal  income 
tax  credits  applicable  to  unexpired  subscriptions  are 
carried  on  the  position  statement  in  "Deferred  Federal 
I ncome  Taxes ." 


Income  Statement 

(000  omitted) 

1261  1964 

Provision  for  Federal  income 

t cJXGS 

Current  $16,175  $14,627 

Deferred 637  878 

$16,832  $15,505 

Part  of  the  tax  timing  difference  that  occurred  in  1965,  was  treated 
by  McGraw-Hill  as  flowing  through  to  net  income.  This  was  provided  for 
by  the  appropriation  of  approximately  $466,000  in  1965. 

In  the  1966  McGraw-Hill  Annual  Report,  the  reserve  was  closed  to 
retained  earnings  and  postponed  income  taxes  were  classified  as  a current 
liability.  In  the  1967  McGraw-Hill  Annual  Report,  the  uncertainty  as  to 
the  nature  of  the  provision  for  postponed  income  taxes  was  again  evident. 
In  1967,  McGraw-Hill  reclassified  postponed  income  taxes  as  a deferred 


credi t . 
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American  Electric  Power  Company  may  be  the  prime  example 
of  an  enterprise  that  uses  the  equity  method  to  present  postponed  in- 
come taxes  on  the  position  statement.  Although  American  Electric 
Power  subsidiaries  are  required  to  use  the  deferred  credit  method  and 
both  the  deferred  credit  and  the  equity  descriptions  appear  on  the  fi- 
nancial statement,  the  Company  has  emphasized  its  preference  for  the 
equity  method.  The  following  excerpt  was  taken  from  their  1967  Annual 
Report . 


American  Electric  Power  Company,  Inc. 
Position  Statement 

(with  liabilities  and  other  credits) 


(000  omitted) 

1967  1966 

Accumulated  deferred  income 

taxes $158,331  $163,588 

(within  earned  surplus) 

Restricted  earned  surplus 151,069  155,715 

Reserve  for  future  Federal 

income  taxes  1,968  2,952 

Unrestricted  earned  surplus 5,294  4,921 


Note  (a):  The  amount  shown  at  December  31,  1967,  as  Ac- 
cumulated Deferred  Income  Taxes  includes  $121,811,000 
relating  to  amortization  of  emergency  facilities  and 
$36,520,000  relating  to  liberalized  depreciation.  Such 
amounts  represent  the  aggregate  of  amounts  accumulated 
by  the  subsidiaries,  with  full  reservation  of  all  legal 
rights,  in  accounts  of  like  title  maintained  pursuant  to 
the  Uniform  System  of  Accounts  of  FPC.  Accumulated 
amounts  in  comparable  accounts  maintained  pursuant  to 
State  regulatory  requirements  were  recorded  at  December 
31,  1967,  as  "Earned  Surplus  Restricted  for  Future  Federal 
Income  Taxes"  ($1,968,000)  and  "Reserve  for  Future  Federal 
Income  Taxes"  ($1,968,000).  Such  amounts  are  available 
for  and,  in  fact,  have  been  invested  in  the  business. 

The  investment  tax  credit  has  reduced  Federal  income  taxes 
by  approximately  $5,000,000  for  the  year  1966.  The  sub- 
sidiaries have  adopted  the  "actual  taxes"  or  "flow-through" 
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method  of  accounting  for  the  investment  credit  in 
the  accounts  maintained  for  the  purposes  of  report- 
ing to  FPC.  The  same  method  is  followed  for  report- 
ing to  the  State  Commissions,  except  for  one  subsidiary 
operating  in  Indiana  and  Michigan.  The  regulatory  com- 
missions of  those  states  require  an  accounting  procedure 
designed  to  spread  the  benefit  of  the  tax  reduction  due 
to  the  investment  credit  over  the  lives  of  the  assets  to 
which  the  credit  applies.  As  a result,  the  subsidiary, 
in  the  accounts  maintained  pursuant  to  State  regulatory 
requirements,  has  made  entries  which  decreases  income 
for  1967  and  1966  by  net  amounts  of  $697,000  and 
$520,000,  respectively,  with  concurrent  increases  in 
deferred  credits;  this  accounting  is  not  reflected  in 
the  accompanying  financial  statements. 


Income  Statement 

(000 

1262 

Federal  income  taxes $52,400 

Provision  for  deferred  income  taxes 

Accelerated  amortization 1 7 1 

Liberalized  Depreciation 2,654 

Income  taxes  deferred  in 
prior  years  (credit) 


Accelerated  amortization  ....  (7,098) 

Liberalized  depreciation  ....  ( 984) 


Statement  of  Accumulated  Deferred 
1 ncome  T axes 


Balance  at  beginning  of  year  . . 
Additions  - provision  for 
deferred  income  taxes 

Accelerated  amortization  . . 
Liberalized  depreciation  . . 


(000 

J96Z 

.$163,588 


171 

. 2,654 

$166,413 


Deductions  - income  taxes 
Deferred  in  prior  years 

Accelerated  amortization 
Liberalized  depreciation 


.$ 

$ 


7,098 

984 

8,082 


omi tted) 
1966 
$60,015 

170 

2,668 


(7,689) 

-0- 


omi tted) 
1 966 
$168,439 


170 

2,668 

$171,277 


$ 7,689 

-0- 
$ 7,689 


Balance  at  end  of  year 


$158,331  $163,588 


There  are  four  methods,  then,  which  have  been  set  out  by  Black 


as  prominent  in  the  reporting  of  postponed  income  taxes  on  the  position 
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statement.  One,  the  owners'  equity  method,  has  been  assailed  on 
theoretical  grounds;  tax  costs  presumably  do  not  increase  the  equity 
base  of  an  enterprise.  The  method  has  been  criticized  because  it 
does  not  necessarily  recognize  postponed  income  taxes  as  a relevant 
part  of  the  periodic  results  of  operations. 

The  net-of-tax  or  offset  method  has  also  been  widely  criti- 
cized. Opponents  argue  that  the  net-of-tax  method  is  deficient  on 
two  counts:  it  runs  counter  to  the  accounting  convention  that  liabili- 
ties should  be  offset  against  assets  and  it  does  not  disclose  the  es- 
timated future  tax  liability. 

The  deferral  method  and  the  accrual  method  are  described  by 
Black  as  the  two  superior  methods  of  presenting  postponed  income  taxes 
on  the  position  statement.  The  former  has  been  criticized  because  it 
does  not  present  postponed  income  taxes  in  terms  of  the  estimated  future 
tax  liability.  The  latter  has  been  criticized  as  unfeasible  because  of 
the  difficulty  of  estimating  the  amount  of  postponed  income  taxes  that 
are  permanently  postponed. 

Even  though  postponed  taxes  are  classified  as  a liability  de- 
ferred credit,  or  net-of-tax  item,  the  empirical  evidence  suggested  that 
this  did  not  necessarily  correspond  to  the  reporting  method  of  the  same 
name.  In  fact,  it  was  very  difficult  to  relate  the  classification  of 
the  position  statement  postponed  taxes  item  to  the  conceptual  framework 
employed  by  Black.  There  was  no  suggestion  in  the  empirical  evidence 
examined  of  any  superior  method  being  used.  For  this  reason,  it  was 
tentatively  concluded  that  Black's  conceptual  framework  did  not  help 
identify  the  most  acceptable  method  of  reporting  postponed  income  taxes 
on  the  position  statement. 
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Summary 

Considerable  effort  was  exerted  in  ARS  No.  9 to  identify  the 
characteristics  of  methods  being  used  to  report  postponed  income  taxes 
on  the  financial  statements.  On  the  income  statement,  three  main 
methods  of  presentation  were  described,  each  based  on  a different  in- 
come statement  variable.  The  methods,  for  convenience,  were  given  the 
following  names:  the  accrual  method;  the  net-of-tax  method;  and  the 
deferral  method.  The  accrual  method  is  related  to  the  reporting  of 
postponed  taxes  based  on  the  revenue  earned  in  the  period.  The  de- 
ferral method  is  related  to  the  tax  difference  of  the  period.  The 
net-of-tax  method  is  based  on  the  tax  related  expense  of  the  period. 
However,  empirical  evidence  suggests  that  such  distinctions  are  dif- 
ficult to  identify  empirically. 

Next,  the  presentation  of  postponed  income  taxes  on  the  funds 
statement  was  considered.  Often  the  funds  statement  contains  the  most 
detailed  presentation  of  postponed  income  tax  data.  Nevertheless,  it 
was  noted  that  the  funds  statement  presents  some  difficulties  of  in- 
terpretation in  regard  to  decreases  which  occur  in  the  provision  for 
postponed  income  taxes.  There  was  an  implication  that  interpretation 
of  the  funds  statement  was  not  aided  by  the  use  of  Black's  analysis 
regarding  the  viewpoints  that  are  taken  in  reporting  postponed  taxes. 

The  effort  was  then  made  to  determine  the  significance  of 
Black's  analysis  to  methods  used  to  report  postponed  income  taxes  on 
the  position  statement.  According  to  Black,  there  are  four  methods 
of  reporting  postponed  taxes  on  the  position  statement.  One  is  to 
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show  the  amount  of  tax  timing  differences  as  an  offset  against  the 
tax-deductible  cost  of  the  asset.  Another  is  to  show  the  amount  of 
the  timing  differences  as  a creditor's  equity  provision  for  future 
taxes.  A third  proposition  is  to  show  the  amount  that  it  is  estimated 
will  be  assessed  against  the  corporation  in  future  years  as  a de- 
ferred credit.  A fourth  proposition  is  to  show  the  amount  estimated 
will  be  assessed  against  the  corporation  in  future  years  as  a restric- 
tion of  retained  earnings.  These  methods  are  referred  to  as  the  net- 
of-tax  method;  the  deferral  method;  the  accrual  method;  and  the  equity 
method,  respectively. 

In  the  net-of-tax  and  deferral  methods,  it  is  assumed  that  the 
net  accumulation  of  tax  timing  differences  represents  conceptually  the 
more  probable  future  liability  of  the  enterprise.  The  accrual  and 
equity  methods  a*e  based  on  the  proposition  that  the  future  tax  liabi- 
lity related  to  postponed  income  taxes  is  affected  by  factors  such  as 
changes  in  the  tax  rate  and  the  individual  peculiarities  of  the  items 
which  give  rise  to  tax  timing  differences.  In  the  two  latter  methods, 
it  is  assumed  that  the  provision  for  future  taxes  requires  periodic 
adjustment  taking  these  factors  into  consideration. 

Conceptually,  all  of  the  methods  have  their  own  peculiarities, 
their  own  strengths  and  weaknesses.  Reference  to  the  empirical  evi- 
dence found  in  actual  financial  statements  indicates  that  the  methods, 
as  such,  do  not  actually  exist,  or  if  they  exist,  the  distinctions 
are  almost  superficial.  It  was  tentatively  concluded,  then,  that  there 
is  reason  to  doubt  the  warrsntabl eness  of  the  conclusions  of  ARS  No.  g. 

Following  the  publication  of  ARS  No.  9.  the  Accounting 
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Principles  Board  issued  Opinion  No.  11  containing  the  currently  recom- 
mended method  of  reporting  postponed  income  taxes.  Since  Opinion  No. 

1 1 adopted  the  analytic  framework  of  ARS  No.  9.  the  recommendations 
in  the  Opi nion  would  appear  to  be  open  to  question.  The  importance 
of  Opi ni on  No.  11  is  the  influence  which  it  has  on  current  accounting 
reporting  methods.  At  this  point,  then,  attention  is  directed  at  the 
assumptions,  method  of  analysis,  and  conclusions  of  APB  Opinion  No.  11. 

The  Postponed  Tax  Reporting  Recommendations 
of  APB  Opinion  No.  11 

In  ARB  No,  43.  the  view  was  expressed  that  "income  taxes  are  an 
expense  that  should  be  al located. . .to  income  and  other  accounts,  as 
other  expenses  are  allocated"  (52).  This  approach  was  employed  to  jus- 
tify reporting  postponed  income  taxes  on  the  financial  statements. 

As  indicated  in  Chapter  111,  the  use  of  this  approach  was  a 
source  of  difficulty  in  the  development  of  the  accounting  concept  of 
income  tax  allocation.  That  is,  the  major  arguments  against  reporting 
postponed  income  taxes  involved  the  definitions  used  to  describe  income 
tax  allocation.  For  example,  opponents  argued  that  income  taxes  were 
not  expenses  and  that  postponed  income  taxes  were  not  liabilities. 

Since  the  need  to  report  postponed  taxes  was  not  considered  within 
a functional  context,  no  effort  was  made  to  justify  income  tax  alloca- 
tion in  terms  of  financial  statement  users. 

The  analysis  presented  earlier  in  this  chapter  suggests  that 
the  method  of  research  used  in  ARS  Mo.  9 involves  an  analytic  framework 
with  similar  difficulties.  These  difficulties  may  be  of  some  importance 
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since  ARS  No.  9 was  a referent  for  the  Accounting  Principles  Board 
in  formulating  Opinion  No . 11,  and  since  Opinion  No.  11  is  the  major 
referent  for  the  methods  which  corporations  may  use  to  report  postponed 
income  taxes  on  the  financial  statements. 

The  Conclusions  of  APB 
Opi nion  No.  11 

The  conclusions  of  APB  Opi nion  No.  11:  Accounting  for  Income 
Taxes,  varied  in  some  important  respects  from  previous  publications  of 
the  AICPA.  It  was  intended  to  supersede  most  of  the  views  on  income 
taxes  previously  expressed  by  the  Committee  of  Accounting  Procedure  and 
by  the  APB . Yet,  significantly,  it  did  not  wholly  adopt  the  recommen- 
dations of  the  tax  research  study,  ARS  No.  9,  sponsored  by  the  AICPA, 
preceding  the  APB  opinion  on  income  tax  accounting. 

Essentially,  Opinion  No.  11  had  three  major  conclusions  in  re- 
gard to  the  financial  reporting  of  postponed  income  taxes.  First,  in- 
come tax  costs  should  include  the  tax  effects  of  revenue  and  expense 
transactions  included  in  the  determination  of  pre-tax  accounting  in- 
come (53).  Second,  the  postponed  income  taxes  reported  on  the  income 
statement  should  disclose  the  composition  of  the  tax  cost  as  between 
the  tax  assessment  and  the  amounts  representing  tax  effects  allowable 
to  the  period.  The  postponed  income  taxes  reported  on  the  position 
statement  should  disclose  the  composition  as  between  a net  current 
amount  and  a net  noncurrent  amount  (54).  Third,  the  presentation  of 
postponed  income  taxes  on  the  financial  statements  should  follow  the 
deferred  credit  method  of  accumulating  tax  timing  differences  (55). 
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The  first  conclusion  points  out  the  APB's  comprehensive  in- 
come tax  allocation  point  point  of  view.  !n  Opi nion  No.  11  this  view 
acknowledges  that  the  tax  assessment  does  not  necessarily  measure  the 
approximate  income  tax  expense  related  to  transactions  for  that  period 

(56) ,  but  as  shown  in  Figure  1,  the  view  is  taken  that  all  tax  timing 
differences  must  be  treated  as  similar  in  nature.  It  is  assumed  by 
proponents  of  comprehensive  income  tax  allocation  that  all  tax  timing 
differences  will  eventually  reverse  or  "turn  around."  Thus,  it  is 
reasoned  that  tax  postponements  may  be  accounted  for  in  the  initial 
period  when  they  occur.  That  is,  because  it  is  possible  that  a tax 
timing  difference  will  reverse  itself,  it  is  assumed  that  it  is  proba- 
ble that  all  tax  timing  differences  will  reverse  themselves.  Those  who 
support  comprehensive  income  tax  allocation  emphasize  that  "the  need 
exists  to  recognize  the  tax  effects  of  initial  differences  because 
only  by  doing  so  will  the  income  tax  expenses  in  the  period  of  initial 
difference  include  the  tax  effects  of  transactions  of  those  periods" 

(57)  . 

Both  the  ARS  No . 9 and  Opinion  No,  11  included  recommendations 
favoring  the  broad  application  of  income  tax  allocation  (58).  In  ARS 
No.  9,  the  term  comprehensive  income  tax  allocation  may  have  been  used 
in  reference  to  the  scope  of  the  application  of  income  tax  allocation 
procedures  (59).  That  is,  relatively  more  items  giving  rise  to  post- 
poned income  taxes  should  be  recognized  and  allocated.  In  Opinion  No. 

1 1 . however,  the  term  comprehensive  income  tax  allocation  was  used  in 
reference  to  the  measurement  of  individual  tax  differences.  In  Opi nion 


No . 11,  comprehensive  income  tax  allocation  concerned  not  only  all  items 


137 


Fi gure  1 

INCOME  STATEMENT  PRESENTATION  OF  POSTPONED  TAXES 
RECOMMENDED  BY  THE  AMERICAN  INSTITUTE  OF 
CERTIFIED  PUBLIC  ACCOUNTANTS 


Revenues  $ XXX 

Less  Expenses  XXX 

Operating  income  before  taxes  $ XXX 

Less 

Taxes  estimated  to  be 

payable  $ XXX 

Tax  effects  of  timing 

differences  XXX  XXX 

$ XXX 

Source  of  data:  Accounting  Principles  Board, 
Opi nion  No.  11,  1 'Account i ng 
for  Income  Taxes,"  American 
Institute  of  Certified  Pub- 
lic Accountants,  New  York, 
1967,  paragraph  60. 
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giving  rise  to  postponed  income  taxes,  but  was  contrived  to  also  con- 
cern the  method  of  presenting  the  postponed  income  tax.  That  is,  com- 
prehensive income  tax  allocation,  as  described  in  Opinion  No.  1 1 . 
means  that  the  amount  of  tax  difference  should  be  reported  as  the  amount 
of  postponed  income  taxes  for  the  period. 

The  second  conclusion  involves  the  reporting  of  postponed  in- 
come taxes.  As  indicated  in  Chapter  111,  one  reason  that  it  is  diffi- 
cult to  interpret  tax  cost  data  may  be  because  insufficient  detail  is 
provided  concerning  the  changes  in  tax  costs  due  to  increases  and  de- 
creases in  income  tax  postponements.  A recommendation  of  Opinion  No. 

11  was  to  disclose  the  components  of  income  tax  expenses  on  the  posi- 
tion statement  and  to  distinguish  between  current  and  non-current  tax 
amounts  on  the  position  statement.  The  current  portion  of  postponed 
income  taxes,  as  shown  in  Figure  2,  should  be  the  amounts  which  re- 
late to  assets  classified  as  current  (60) . 

The  third  conclusion  concerns  the  presentation  of  postponed  in- 
come taxes.  In  recommending  the  deferral  method  of  presenting  postponed 
income  taxes  on  the  income  statement  and  on  the  position  statement,  the 
APB  differed  with  the  conclusions  presented  in  ARS  No.  9 (61).  In  ARS 
• 9 » the  accrual  method  was  the  recommended  method  of  presentation 
because  the  effect  of  income  tax  postponements  "is  to  postpone  the 
amount  of  the  tax"  (62).  The  Board  concluded,  however,  that  the  de- 
ferral method  should  be  used  because  "it  provides  the  most  useful  and 
practical  approach  to  interperiod  tax  allocation  and  the  presentation 
of  income  taxes  on  the  financial  statements"  (63).  In  their  view,  the 


Figure  2 


POSITION  STATEMENT  PRESENTATION  OF  POSTPONED  TAXES 
RECOMMENDED  BY  THE  AMERICAN  INSTITUTE  OF 
CERTIFIED  PUBLIC  ACCOUNTANTS 


Current  Li abi 1 i ties 

Net  current  deferred  income  taxes  $ XXX 

Non-Current  Liabilities 


Net  non-current  deferred  income 

taxes  $ XXX 

Stockholders1  Equity 

Source  of  data:  Accounting  Principles  Board, 

Opi ni on  No.  11,  "Accounting 
for  Income  Taxes,"  American 
Institute  of  Certified  Pub- 
lic Accountants,  New  York, 
1967,  paragraph  57. 
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deferral  method  of  presenting  postponed  income  taxes  on  the  position 
statement  reflects  the  tax  difference  that  will  reverse  in  future 
periods  (64). 

Underlying  Assumptions  of  APB 
Opinion  No.  11 

A major  premise  of  APB  Opinion  No.  11  is  that  an  income  tax  is 
an  operating  cost  (65).  Apparently,  this  assumption  was  not  tested  in 
the  analyses  described  in  ARS  No.  9 or  in  Opi nion  No.  11;  although 
Black  notes  the  assumption  was  first  expressed  in  1944. 

Similarly  there  is  the  assumption  in  Opi n? on  No.  11  that  the  pat- 
tern of  allocating  tax  postponements  is  set  by  relating  tax  costs  to  a 
"normal"  net  income  figure.  The  survey  of  published  financial  state- 
ments indicated  that  there  are  at  least  three  alternative  variables  to 
which  the  periodic  income  tax  cost  may  be  related.  Yet  no  test  of  the 
accumption  was  mentioned  in  ARS  No.  9 or  Opi ni on  No.  11  (66). 

Further,  there  are  the  assumptions i n Opi ni on  No.  11  that  items 
giving  rise  to  postponed  income  taxes  are  similar.  It  is  assumed  that 
they  are  so  similar  that  income  tax  allocation  procedures  may  be  ap- 
plied comprehensively  and  the  accumulated  amount  of  tax  timing  dif- 
ferences will  eventually  reverse,  or  "turn  over."  The  investigation 
which  indicated  the  need  for  income  tax  allocation  procedures  to  avoid 
distortion  in  reported  net  income  were  carried  out  in  terms  of  accumu- 
lated depreciation  and  accelerated  amortization.  Such  items  were  con- 
sidered "typical"  instances  giving  use  to  such  distortions.  On  the 
basis  of  such  studies,  the  A1CPA  and  the  SEC  indicated  the  necessity 
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of  income  tax  allocation  for  the  purpose  of  correcting  such  "distor- 
tions in  periodic  net  income  after  taxes"  (67).  No  mention  was  made 
in  Opi ni on  No.  11  as  to  whether  accelerated  depreciation  and  accelerated 
amortization  are  still  typical  of  the  instances  giving  rise  to  postponed 
income  taxes. 

A Reappraisal  of  Accounting  Principles 
Board  Opinion  No.  11  in  Regard  to  the 
Information  Function  of  Accounting 

There  may  appear  to  be  several  strong  arguments  in  favor  of  ac- 
cepting the  conclusions  of  Opinion  No.  11.  Possibly  the  argument  with 
the  greatest  force  is  that  the  conclusions  were  "practical,"  That  is, 
the  method  recommended  in  Opinion  No.  11  for  presenting  income  tax  post- 
ponements is  very  similar  to  the  deferral  method,  a method  already  widely 
used.  Also,  the  uniform  treatment  of  all  tax  timing  differences  greatly 
simplifies  the  related  accounting  treatment  rules. 

Still  another  aspect  of  Opi nlon  No.  11  which  might  give  support 
for  its  conclusion  is  that  it  tends  to  be  "conservative."  By  postponing 
the  total  tax  difference,  the  recommended  method  makes  the  maximum  pro- 
vision for  postponed  income  taxes  presented  on  the  position  statement. 

There  seems  to  be  three  major  assumptions  in  Opinion  No.  11 
in  regard  to  postponed  income  taxes.  First,  the  primary  significance 
of  income  tax  postponements  was  viewed  to  be  in  regard  to  the  possible 
distortion  of  income.  The  effect  of  income  tax  postponements  on  cap- 
ital structure  was  assumed  to  be  of  relatively  less  importance  to  fi- 
nancial statement  users  (68).  Second,  tax  postponements  were  assumed 
to  be  similar  in  nature.  With  the  notable  exception  of  installment 
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sales,  it  was  assumed  that  items  may  be  presented  using  the  deferral 
method,  making  no  distinction  among  their  financial  effects  (69).  Third, 
income  tax  differences  can  be  viewed  as  an  operating  expense  of  the  en- 
terprise since  they  will  eventually  reverse  in  future  periods.  Thus,  a 
tax  difference  cannot  be  included  in  reported  earnings. 

The  first  assumption  may  be  considered  one  of  the  most  essential 
aspects  of  Opi ni on  No.  11  yet  it  is  not  consistent  with  the  purpose  of 
the  financial  statements.  Neither  the  income  statement  nor  any  other 
financial  statement  should  be  considered  an  end  in  itself.  The  finan- 
cial statements  should  be  viewed  in  terms  of  the  needs  and  objectives 
of  financial  statement  users.  Information  presented  on  the  financial 
statements  is  not  an  end  in  itself;  it  is  a means  to  an  end.  Too  much 
emphasis  is  placed  on  the  final  income  figure  in  the  projection  of  fu- 
ture trends.  In  the  selection  of  financial  information  it  is  important 
that  the  statement  user  consider  all  the  aspects  of  the  information. 

Net  income  is  primarily  relevant  for  the  determination  and 
settlement  of  material  rights  and  claims  of  the  related  parties.  The 
final  income  figure  does  not  constitute  the  whole  basis  of  the  projec- 
tion of  future  trends.  Formulation  of  future  expectations  is  properly 
based  upon  a variety  of  complex  considerations  and  takes  into  account 
most  of  the  information  presented  on  the  financial  statements.  Although 
the  information  may  not  be  of  equal  importance  to  all  financial  state- 
ment users,  it  must  not  be  inconsistent  or  detrimental  to  the  relevance 
and  significance  of  any  other  selected  piece  of  information.  Thus,  the 
method  used  to  report  the  impact  of  tax  postponements  on  the  financial 
statements  is  not  warranted,  even  if  it  provides  significant  information 
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on  the  income  statement,  if  it  has  a detrimental  effect  on  the  in- 
formation presented  on  the  position  statement.  For  these  reasons, 
the  assumption  that  the  effect  of  income  tax  postponements  on  capital 
structure  is  relatively  unimportant  is  viewed  as  questionable. 

The  view  in  Opinion  No.  11  in  regard  to  the  nature  of  tax  post- 
ponements also  seemsto  be  questionable.  In  Chapter  III  of  the  present 
study,  numerous  items  in  the  tax  law  were  found  that  result  in  income 
tax  differences.  For  example,  some  of  the  tax  treatment  items  which 
currently  cause  tax  differences  are:  earnings  of  foreign  subsidiaries, 
emergency  facilities,  installment  sales,  investment  tax-credits,  liberal 
depreciation  methods,  and  development  costs.  Notwithstanding  the  pe- 
culiarities found  among  different  industries,  there  are  so  many  items 
which  give  rise  to  tax  differences,  that  the  likelihood  of  reversal 
periods  and  other  characteristics  being  uniform  or  even  similar  is 
doubtful . 

The  view  in  Opi nion  No.  11  that  since  tax  differences  are  ex- 
pected to  eventually  reverse  in  future  periods  they  should  be  viewed  as 
an  expense  is  not  consistent  with  the  purpose  of  the  statement  of  finan- 
cial positions.  The  selection  of  information  reported  on  the  financial 
statements  is  on  the  basis  of  its  relevance  and  its  informational  value. 
The  significance  of  information  provided  in  the  statement  of  financial 
position  concerns  the  status  of  a specified  enterprise  at  a specified 
time  with  respect  to  procurements  and  disbursements  of  funds.  In  re- 
gard to  income  taxes,  a liability  exists  to  the  extent  that  actual  dis- 
bursements are  less  than  the  tax  assessments.  In  addition,  a liability 
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for  a future  disbursement  of  funds  is  established  to  the  extent  that 
expectations  of  future  fund  disbursements  depend  upon  established 
causal  patterns.  Such  liabilities  and  the  related  expense  are  rele- 
vant because  they  are  closely  related  to  ensuing  fund  disbursements. 

In  this  view,  eventual,  very  long-term  reversals  are  not  relevant 
because  they  are  not  related  to  ensuing  fund  disbursements.  Knowl- 
edge of  ensuing  fund  disbursements  enables  the  financial  statement 
user  to  more  closely  anticipate  the  position  of  the  enterprise  and 
the  user's  financial  interest  at  a future  date. 

Possible  Dangers  of  the  Gap  Between  APB 
Opinion  No,  11  and  the  Information  Function 
of  Accounting 

The  conflicts  between  Opinion  No , 11  and  the  function  and  pur- 
pose of  financial  information  may  be  indicative  of  future  problems. 

The  AICPA  has  been  far  too  ready  to  accept  erroneous  procedures  en- 
countered in  practice,  rather  than  to  determine  methods  consistent  with 
the  needs  of  financial  statement  users.  In  Chapter  III  the  concern  of 
the  AICPA  with  the  "tax  effects"  of  accelerated  depreciation  and  ac- 
celerated amortization,  as  opposed  to  the  broad  problem  of  accounting 
for  income  taxes  was  pointed  out.  It  was  described  as  a leading  cause 
of  later  difficulties  in  accounting  for  the  tax  aspects  of  the  invest- 
ment credit  and  installment  sales.  The  solutions  of  ARB  No.  44  (Revised) 
were  limited  by  the  AICPA  view  of  the  problem. 

it  would  seem  in  Opinion  No.  1 1 that  the  conceptual  basis  is 
again  narrow,  parochial,  and  limited  to  current  crises.  Possibly,  the 
greatest  danger  of  Opinion  No.  1 1 is  that  it  will  soothe  the  troubled 
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waters  of  accounting  for  income  taxes  only  momentarily.  Changes  in 
the  Federal  tax  policy  or  the  occasional  advent  of  business  organiza- 
tion or  financial  innovations  may  occur  at  any  time.  The  danger  is 
that  by  focusing  on  the  most  pressing  current  problems,  such  as  ac- 
counting for  the  tax  effects  of  accelerated  depreciation,  accelerated 
amortization,  installment  sales  and  investment  credits,  the  problem  of 
accounting  for  income  taxes  may  be  overlooked. 

There  is  a more  specific  danger  in  regard  to  the  effect  on  fi- 
nancial statement  users.  The  case  for  "deferred  taxes"  may  be  oriented 
toward  "insiders"  who  do  not  need  or  use  postponed  income  tax  data, 
rather  than  toward  the  readers  of  financial  statements.  This  matter  will 
be  discussed  again  in  Chapter  V.  Here  it  is  only  noted  that  tax  post- 
ponement data  is  useful  on  the  position  statement  to  the  extent  that 
it  is  related  to  estimated  delayed  tax  assessments.  There  may  be  only 
a little  interest  in  some  residual  amounts  on  the  position  statement, 
but  this  is  probably  not  true  in  the  case  of  income  tax  postponements 
which  approach  10  per  cent  of  total  capitalization.  Presumably,  in 
cases  where  income  tax  postponements  are  material,  readers  of  financial 
statements  are  interested.  Thus,  they  may  wish  to  distinguish  income 
taxes  which  are  temporarily  postponed  and  directly  related  to  future 
outflows  of  funds,  from  income  taxes  which  are  permanently  postponed 
and  are  a part  of  the  equity  base.  If  this  is  true,  more  care  must  be 
taken  in  determining  the  amount  of  postponed  income  tax  to  be  allocated. 
That  is,  there  may  be  a problem  involved  in  the  measurement  of  the  post- 
poned income  tax  cost  to  be  allocated  where  material  amounts  of  tax 
timing  differences  exist. 
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The  gap  between  the  conclusions  of  Opi nion  No.  11  and  the  in- 
formation function  of  accounting  may  be  dangerous  for  yet  another  rea- 
son. Attempts  to  correct  possible  distortions  of  earnings  caused  by 
irregular  income  tax  flows,  may  have  resulted  in  distortions  of  earn- 
ings caused  by  overcorrection.  It  appears  that  the  accounting  profes- 
sion sees  the  economic  importance  of  the  postponement  of  an  income  tax, 
but  has  been  unsure  as  to  how  this  data  is  related  to  the  periodic  re- 
sults of  operations.  A conservative  approach  may  have  been  taken  to 
avoid  overlooking  a possible  income  tax  postponement  and  comprehensive 
income  tax  allocation  was  recommended  in  Opi ni on  No.  11.  The  danger  is 
that  comprehensive  income  tax  allocation  may  obscure  what  has  really 
been  the  effect  of  income  taxes  on  operations.  Perhaps  the  pendulum 
has  swung  too  far.  Perhaps  too  much  postponed  tax  cost  is  being  re- 
ported. That  is,  it  may  be  that  comprehensive  income  tax  allocation 
increases  the  likelihood  that  permanently  postponed  income  taxes  will 
be  described  as  temporarily  postponed  income  taxes.  In  this  event, 
doubt  could  be  attached  to  the  measurement  of  earnings. 

Thus,  it  may  be  tentatively  concluded  that  where  the  concepts 
which  underlie  Op?  nion  No.  11  are  not  consistent  with  the  nature  of 
an  income  tax,  the  conclusions  of  Opi nion  No.  11  may  have  some  unde- 
sirable consequences.  It  may  not  be  difficult,  however,  to  avoid 
these  dangers.  There  may  be  some  steps  which  can  be  taken  to  alleviate 
the  conflicts  between  the  recommendations  of  Opi nion  No.  11  and  modern 
economic  theory. 


147 


Closing  the  Gap  Between  APB  Opinion  No.  11 
and  the  Information  Function  of  Accounting 

The  gap  between  Opi nion  No.  11  and  the  information  function 
of  accounting  may  be  bridged  in  three  steps.  First,  the  definition 
of  comprehensive  allocation  used  in  Opinion  No.  11  mi ght  be  modified. 

In  ARS  No.  9,  it  was  implied  that  temporary  tax  timing  differences 
from  all  sources  should  be  included  in  the  allocation  of  income  taxes 
(70).  In  Opi ni on  No ■ 11.  the  definition  was  stated  in  such  a way  as 
to  imply  that  all  tax  timing  differences  from  some  sources  should  be 
included  in  the  allocation  of  income  taxes  (71).  The  latter  view  ap- 
pears to  be  derived  from  assumptions  derived  from  Accounting  Research 
Study  No.  9.  It  is  not  prerequisite  to  the  problem  of  accounting  for 
income  taxes,  nor  is  it  compatible  with  the  view  that  many  factors  de- 
termine the  effect  of  an  income  tax.  Consideration  of  tax  timing  dif- 
ferences from  all  sources,  however,  is  consistent  with  the  basic  as- 
sumptions that  postponed  income  taxes  are  relevant  to  the  results  of 
enterprise  operations. 

Second,  closing  the  gap  would  involve  a reconsideration  of  the 
provision  for  postponed  income  taxes  on  the  position  statement.  Econo- 
mists and  others  have  stressed  the  importance  of  capitalization  data  to 
financial  statement  users.  The  related  position  statement  account  should 
be  a provision  for  future  income  tax  assessments.  Any  other  presenta- 
tion either  misinforms  or  constitutes  an  equity  amount  in  addition  to 
creditor  and  stockholder  equities. 

Third,  and  perhaps  most  important  of  all,  there  is  a need  for 
the  accounting  profession  to  reappraise  the  problem  of  accounting  for 
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income  taxes.  It  has  been  two  decades  since  accountants  initiated  a 
discussion  of  the  importance  of  postponed  income  taxes.  In  that  time, 
the  problem  has  become  more  material,  more  complex.  Nevertheless,  the 
problem  also  has  had  more  discussion,  more  research  and  as  a result, 
more  insight  has  been  gained  in  the  problem. 

The  accounting  profession  might  be  able  now  to  take  advantage 
of  the  "side-effects,"  by  giving  recognition  to  the  impact  of  tax  post- 
ponements. The  reporting  method  recommended  in  Opinion  No.  11  attaches 
little  significance  to  the  postponed  income  tax  position  statement  ac- 
count. It  is  almost  as  if  postponed  income  taxes  were  being  swept  out 
of  the  way.  Instead,  they  should  be  presented  in  a manner  consistent 
with  the  importance  that  has  been  attached  to  them.  One  means  of  ac- 
complishing this  might  be  to  disclose  the  changes  which  occur  in  the 
provision  for  postponed  income  taxes.  Where  the  provision  is  a material 
aspect  of  capital  structure,  changes  could  be  disclosed  in  a statement 
of  changes  in  the  provision  for  future  tax  assessments.  This  would  in- 
dicate the  financial  importance  of  postponed  income  taxes  to  the  enter- 
prise. It  would  also  serve  as  a source  of  data  for  financial  statement 
readers  interested  in  improving  concepts  of  the  nature  of  an  income  tax 
and  its  impact  on  the  financial  statements. 

On  the  basis  of  studies  reported  in  the  literature,  there  seems 
to  be  reason  to  suspect  that  there  may  be  a significant  financial  im- 
pact attached  to  the  postponement  of  corporation  income  taxes.  There 
also  seems  to  be  reason  to  suspect  that  current  accounting  treatments 
tend  to  underplay  or  obscure  the  financial  impact  of  postponed  income 
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taxes.  It  may  be  tentatively  concluded  from  the  analyses  presented 
In  this  chapter  that  there  is  good  reason,  then,  to  doubt  the  warrant- 
ableness of  the  accounting  methods  used  to  report  postponed  income 
taxes.  The  method  recommended  in  Opi ni on  No.  11  is  questionable  on 
many  grounds.  The  preeminence  attributed  to  its  conclusions  was  shown 
to  be  of  considerable  doubt.  Moreover,  there  is  reason  to  suspect  that 
within  the  broader  soci al -economi c context  the  method  recommended  in 
Opi nion  No.  11  is  too  limited  and  parochial  to  be  the  best  method  of 
reporting  postponed  income  taxes.  It  is  tentatively  concluded  that  the 
postponed  tax  data  that  is  relevant  to  financial  statement  users  may 
not  be  provided  by  current  methods  used  to  report  postponed  income  taxes 
on  the  financial  statements. 

Summary  of  the  Chapter 

Considerable  controversy  exists  regarding  how  postponed  taxes  are 
to  be  reported  on  the  financial  statements.  Many  methods  have  been  used. 
In  part,  this  was  the  result  of  varied  responses  to  the  numerous  account- 
ing research  bulletins  on  the  topic  issued  by  the  A1CPA.  The  use  of 
several  different  reporting  methods  confused  the  issue,  not  only  in  re- 
gard to  the  nature  of  postponed  taxes,  but  also  in  regard  to  the  amount 
of  postponed  taxes. 

To  alleviate  these  difficulties,  the  Accounting  Principles  Board 
commissioned  Homer  Black  to  prepare  ARS  No.  9,  a study  of  the  interperiod 
allocation  of  corporate  income  taxes.  The  objective  of  the  study  was 
to  ascertain  the  best  method  of  accounting  for  and  reporting  postponed 
taxes.  The  method  of  ARS  No.  9 was  to  critically  analyze  the  methods 


being  used  to  report  postponed  taxes. 
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In  ARS  No.  9,  two  methods,  which  were  referred  to  as  the  ac- 
crual and  the  deferral  methods,  were  described  as  superior  methods. 

It  was  concluded  in  that  study  that  the  most  acceptable  method  of  re- 
porting postponed  taxes  would  be  an  amalgamation  using  the  strong 
points  of  the  two  superior  methods. 

Empirical  evidence  was  analyzed  in  this  chapter  which  sug- 
gested that  the  several  methods  which  were  identified  conceptually  by 
Black  were  not  actual  phenomena.  It  was  tentatively  concluded  that 
there  was  sufficient  reason  to  doubt  that  Black  had  found  a superior 


method. 
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CHAPTER  V 


AN  EMPIRICAL  STUDY  OF  THE  NATURE  OF  POSTPONED 
TAXES  ON  THE  FINANCIAL  STATEMENTS 

A major  assumption  of  the  Accounting  Principles  Board  in 
Opinion  No.  11  was  that  the  reporting  of  income  tax  postponements  on 
the  financial  statements  has  become  an  accepted  accounting  treatment 
in  the  United  States.  In  Chapter  111  of  this  study,  a similar  view 
was  taken.  Moreover,  income  tax  allocation  was  viewed  as  warranted 
because  tax  postponement  data  are  relevant  to  the  operating  results 
of  business  enterprises.  Since  it  is  a function  of  accounting  to 
provide  data  relevant  to  the  information  desired  by  financial  state- 
ment users,  tax  postponement  data  should  be  reported.  This  leads  to 
the  following  question:  how  should  income  tax  postponements  be  re- 
ported? 

A survey  described  in  Chapter  IV  indicated  that  many  methods 
have  been  used  to  report  postponed  income  taxes.  An  inference  made 
on  the  basis  of  that  study  was  that  most  of  the  reporting  techniques 
were  virtually  alike.  In  most  cases  the  focus  was  on  the  tax  difference 
rather  than  on  the  period  of  postponement  or  the  amount  likely  to  be 
assessed.  Most  of  the  distinctions  ascribed  to  the  several  reporting 
techniques  were  conceptual  in  nature.  Almost  no  existential  evidence 
was  found  to  warrant  a particular  reporting  techinique.  Thus,  all  tax 
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differences  were  reported  uniformly,  so  that  tax  postponements  had 
a uniform  impact  on  financial  statements.  The  question,  however,  is 
whether  the  impact  of  all  tax  postponements  may  be  expected  to  be  the 
same  on  the  financial  statements  of  all  corporations. 

An  examination  was  made  of  AICPA  research  publications  deal- 
ing with  income  tax  differences.  The  examination  indicated  that  in- 
come tax  allocation,  the  generally  accepted  accounting  treatment  rule 
for  reporting  income  tax  postponements,  is  based  on  the  assumption  that 
the  impact  of  all  tax  postponements  is  the  same.  That  is,  it  is  as- 
sumed that  the  total  tax  difference  in  every  case  should  be  viewed  as 
reversing  itself  in  the  future.  The  result  is  that  the  total  tax  dif- 
ference will  be  treated  as  an  increase  to  the  position  statement  pro- 
vision for  postponed  taxes. 

As  indicated  in  Chapter  IV,  APB  Opinion  No.  11  had  features 
similar  to  that  of  ARB  No.  44  (Revised).  For  example,  the  conclusions 
of  both  studies  involved  the  enunciation  of  a definition.  The  conclu- 
sion of  ARB  No.  kk  (Revised)  was  that  a tax  difference  is  a liability 
until  it  becomes  a tax  payment.  Also  the  analyses  were  similar  in  that 
in  both  cases  the  conclusion  was  deducted  conceptually  from  given  defi- 
ni t i ons . 

The  analyses  in  ARB  No.  44  (Revised)  involved  deducting  from  a 
preconceived  set  of  definitions  concerning  operating  costs  to  the  ac- 
counting treatments  applicable  to  income  taxes.  The  subsequent  con- 
troversy arose  chiefly  because  of  the  lack  of  general  agreement  con- 
cerning the  definitions  (2),  (3).  It  was  recommended  in  ARB  No.  44 


(Revised)  that  income  taxes  be  treated  like  other  expenses,  even  though 
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the  existential  relation  of  an  income  tax  to  operating  expenses  is 
tenuous  (4).  When  the  treatment  of  income  taxes  as  operating  expenses 
yielded  unexpected  effects  unlike  those  usually  associated  with  operat- 
ing expenses  there  were  at  least  three  reactions.  First,  there  were 
some  who  ignored  the  malfunction.  Additionally,  there  were  some  who 
were  baffled,  indicating  it  must  be  impossible  to  accrue  tax  costs. 

There  were  others,  however,  who  questioned  the  applicability  of  the  old 
def i ni t i ons . 

Income  tax  allocation  was  recommended,  then,  by  the  Accounting 
Research  Committee  in  ARB  No.  44  on  the  assumption  that  income  taxes 
were  just  another  kind  of  expense.  Subsequently,  however,  income  taxes 
evidenced  peculiar  characteristics,  quite  unlike  those  of  the  "typical" 
expense.  For  example,  tax  cost  seemed  to  be  related  to  many  factors, 
several  of  which  were  not  under  the  control  of  management.  Another 
peculiarity  was  that  matured  amounts  of  tax  differences  tended  to  ac- 
cumulate on  the  position  statement.  Some  accountants  preferred  to  re- 
gard the  matter  as  insignificant  (5).  Some  suggested  that  tax  cost 
be  recognized  only  when  assessed  (6).  The  dissatisfaction  was  so  wide- 
spread that  a study  group  was  commissioned  by  the  AiCPA  to  study  how 
income  taxes  should  be  reported  (7).  That  study  culminated  in  APB 
Opi ni on  No,  11. 

As  noted  in  Chapter  IV,  the  analyses  in  APB  Opi ni on  No.  11 
involved  deducting  the  nature  of  tax  timing  differences  from  the  con- 
clusions of  ARB  No . 44  (Revised).  To  the  notion  that  an  income  tax  is 
just  another  operating  cost  was  added  the  notion  that  all  tax  differences 
reverse  themselves.  From  these  two  notions,  it  was  concluded  that  the 
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total  tax  differences  in  all  cases  should  be  provided  for  out  of 
operating  income.  Predictably,  the  opposition  to  APB  Opi nion  No.  11 
arises  from  two  main  sources.  First,  there  are  those  who  disagree  with 
the  conclusions  and  recommendations  of  ARB  No.  44  (Revised).  Second, 
there  are  those  who  disagree  with  the  notion  that  income  tax  postpone- 
ments tend  to  reverse  themselves. 

For  example,  a view  counter  to  the  comprehensive  method  of  re- 
porting tax  differences  espoused  in  Opi ni on  No.  11  argues  that  the  im- 
pact of  Federal  income  taxes  varies  among  companies  and  that  such 
variances  should  be  reflected  in  the  financial  reports.  In  this  view, 
comprehensive  income  tax  allocation  would  be  unacceptable  because  it 
fails  to  reflect  variances  in  effective  tax  rates  caused  by  special 
provisions  of  the  Internal  Revenue  Code  such  as  shorter  asset-lives  and 
accelerated  depreciation.  That  is,  comprehensive  income  tax  allocation 
may  overlook  the  fact  that  tax  differences  that  are  temporary  for  some 
companies  may  be  permanent  for  others. 

The  major  premise  of  this  argument  is  that  the  probability  of 
repayment  is  a condition  prerequisite  to  the  recognition  of  a liability. 
The  minor  premise  is  that  all  tax  differences  do  not  culminate  in  tax 
assessments.  According  to  this  view,  then,  all  tax  differences  may  not 
need  to  be  reported  on  the  financial  statements  as  tax  postponements. 
According  to  this  argument,  the  tax  rate  appropriate  to  taxable  in- 
come is  not  necessarily  the  effective  tax  rate,  that  is,  the  tax  rate 
appropriate  to  financial  income  (8). 

As  indicated  in  Chapter  II,  financial  statement  users  require 
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information  based  on  probability  estimates  of  future  events.  Tax 
postponements  reported  on  the  financial  statements,  then,  should  be 
based  on  probability  estimates  of  related  future  tax  assessments. 
Studies  by  economists  have  noted  that  the  income  tax  is  not  general 
and  the  disparity  of  its  impact  (9). 

The  relation  of  the  economic  analysis  of  tax  costs  to  the 
reporting  of  tax  postponements  on  financial  reports  is  explained  by 
several  recent  conceptual  analyses.  Davidson  has  hypothesized  that 
"certain  patterns  of  acquisition  and  growth  imply  that  no  tax  repay- 
ment will  ever  be  made... in  some  cases."  (10).  Davidson  considered 
the  conditions  under  which  tax  differences  might  result  in  a lower  ef 
fective  tax  rate  and  asked  the  following  questions: 

Are  tax  rules  for  depreciation  methods  expected 
to  remain  as  generous  as  they  are  now?  And  will 
a policy  of  regular  investment  in  assets  subject 
to  depreciation  be  maintained  (11)? 

Davidson  states  that  if  an  affirmative  answer  can  be  given  to  both  of 

these  questions,  no  repayment  will  be  made.  This  was  also  the  conclu 

sion  of  certain  other  writers  (12). 

Proponents  of  comprehensive  income  tax  allocation  argue  in  re 

sponse  that  a stable  or  increasing  provision  for  future  taxes  is  not 

evidence  of  a permanent  tax  difference.  One  writer  asks: 

How  true  is  it  to  say  that  the  "loan"  of  interest- 
free  money  need  never  to  be  repaid?  In  fact,  the 
repayment  begins  in  the  following  year  when  the 
depreciation  charged  in  arriving  at  the  company's 
income  for  the  year  includes  some  depreciation 
which  is  to  be  added  back  in  arriving  at  the  tax- 
able income.  The  extra  tax  which  results  does 
not  relate  to  the  income  of  that  year,  but  to  the 
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year  when  the  special  depreciation  was  claimed 
for  tax  purposes.  The  statement  has  the  con- 
dition "unless  the  investment  declines."  In 
other  words,  so  long  as  expenditure  continues  at 
equal  or  higher  rates  on  depreciating  assets, 
and  as  long  as  accelerated  depreciation  is  allowed 
as  a tax  deduction  and  advantage  is  taken  of  this, 
then  the  balance  of  deferred  tax  involved  in  the 
accelerated  depreciation  process  will  not  grow 
less.  In  this  sense,  it  need  never  be  repaid. 

Would  accountants  apply  this  same  rule  to  trade 
creditors  in  an  expanding  business,  or  to  the 
short-term  debenture  "capital"  of  a finance 
company?  Would  we  suggest  that  these  liabilities 
be  omitted  from  the  position  statement  because, 
if  the  scale  of  operations  is  maintained  or  in- 
creased, then  we  would  always  have  at  least  the 
present  sums  unpaid,  so  that  in  effect  we  may 
never  need  to  pay  them  (13)? 

Similarly,  it  has  also  been  noted  that. 

Amounts  due  to  individual  creditors  are  con- 
tinuously paid  and  replaced  by  amounts  due  to 
other  creditors.  So  it  is  with  deferred  income 
taxes.  While  the  total  may  remain  substantially 
the  same,  the  amounts  deferred  with  respect  to 
particular  items  of  business  property  are  con- 
tinuously being  replaced  by  amounts  related  to 
other  items  of  business  property. 

Thus,  under  the  permanent -deferred  theory  the  in- 
come tax  effects  of  some  of  the  items  entering 
into  the  determination  of  a company's  reported 
pre-tax  income  are  overlooked  merely  because 
these  effects  are  camouflaged  by  the  effects  of 
other  items.  Viewed  in  this  light,  the  permanent- 
deferral  theory  fails  (14). 

Opponents  of  the  comprehensive  method  of  reporting  tax  dif- 
ferences, however,  point  out  that  the  accounts  payable  and  the  provi 
si  on  for  future  tax  assessments  are  not  analogous.  Accounts  payable 
is  a controlling  account.  It  is  a summary  of  numerous  subsidiary  ac 
counts  each  of  which  is  expected  to  be  paid  within  a short  period  of 


time.  Voss  says: 
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The  fact  that  liability  "B,"  ('—"A"),  is  ex- 
pected to  be  incurred  at  about  the  same  time 
as  the  payment  of  "A"  does  not  change  the  na- 
ture of  the  underlying  accounts,  and  they  are 
the  determinants  of  the  true  nature  of  a con- 
trolling account.  The  deferred  tax  credit  ac- 
count is  not  a controlling  account  made  up  of 
the  sum  of  many  small  credit  accounts.  Only  by 
assuming  that  income  and  the  taxes  thereon  may 
be  attributable  to  each  depreciable  asset  would 
there  be  reason  to  view  these  accounts  as  being 
analogous  (15). 

Thus,  it  appears  that  a new  phase  of  controversy  over  income 
tax  allocation  has  been  entered  with  the  same  likely  prospects  for 
finding  a solution.  The  difficulties,  however,  are  not  insurmount- 
able. It  is  not  necessary  to  assign  to  the  deferred  income  tax  ac- 
count any  preconceived  set  of  characteristics.  As  indicated  in  Chap- 
ter 111  several  difficulties  may  be  avoided  if  a more  general  analysis 
is  employed.  From  the  point  of  view  of  the  financial  statement  user, 
the  data  identified  as  liabilities  may  be  expected  only  to  yield  an 
expectation  of  future  payment  from  a current  or  past  transaction.  If 
the  amount  cannot  be  associated  with  an  expectation  of  a future  pay- 
ment from  a current  or  past  transaction,  then,  it  should  not  be  pro- 
vided for  on  the  position  statement.  Provision  should  be  made  only 
for  expected  future  tax  assessments  arising  from  current  or  past  trans- 
actions . 


Antecedents  to  the  Study 
Repayment  of  Tax  Reductions 

The  accounting  firm  of  Price  Waterhouse  and  Company,  in  a re- 
cent study  using  data  for  a period  1955-65,  concluded  that  income  tax 
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differences  were  not  equivalent  to  subsequent  tax  assessments  (16). 
Provisions  for  postponed  income  taxes  as  a percentage  of  both  debt 
capital  and  total  capital  tended  to  increase  over  the  period.  Since 
tax  postponements  did  not  indicate  any  tendency  to  decrease,  it  was 
surmised  that  tax  differences  were  largely  permanent  in  nature  and 
should  be  included  in  operating  income. 

The  implications  of  the  Price  Waterhouse  analysis  were  several. 
First,  the  analysis  suggested  that  the  empirical  evidence  was  consid- 
erably more  complex  than  had  been  indicated  by  the  conceptual  analysis 
of  the  Accounting  Principles  Board.  Second,  although  it  was  recog- 
nized that  the  government  was  encouraging  new  investments  by  manipu- 
lation of  the  effective  tax  rate,  the  effective  tax  rate  was  obscured 
by  current  income  tax  allocation  procedures.  Third,  the  Price  Waterhouse 
study  indicated  that  in  many  cases  tax  differences  tended  to  recur  reg- 
ularly over  a comparatively  long  period  of  time. 

The  result  was  that  the  provision  for  postponed  taxes  of  the 
firms  studied  was  not  related  to  subsequent  income  tax  assessments 
and  consequent  revenue  outflows.  In  essence,  the  Price  Waterhouse 
analysis  was  that  income  tax  allocation  was  unjustifiable  and  therefore 
its  use  resulted  in  the  understatement  of  net  income  after  taxes.  At 
least,  the  net  income  after  taxes  available  to  the  enterprise  in  the 
period  was  not  greatly  affected  by  income  tax  differences. 

The  Effect  of  Tax  Allocation  on  Decision-Making 
in  Regulated  Industries 

John  L.  Livingston,  in  a recent  study  of  tax  allocation  in 
utility  industries,  concluded  that  income  tax  allocation  was  associated 
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with  highly  significant  differences  in  permitted  rates  of  return  (17). 
O'Donnell  earlier  had  reported  that  a study  of  annual  postponed  income 
tax  expense  showed  an  increase  each  year  from  6.2  per  cent  of  net 
operating  revenue  in  1956  to  16.2  per  cent  in  1961  (18).  If  this  is 
generally  true,  the  accounting  treatment  of  income  tax  differences 
could  materially  affect  the  amount  of  net  operating  revenue  of  elec- 
tric utilities  (19).  Livingston  holds  that  this  may  cause  difficulty 
for  financial  statement  users,  at  least  to  the  extent  that  there  is 
not  sufficient  disclosure  to  enable  users  to  adjust  the  tax  difference 
data  to  their  own  needs. 

The  Effect  of  Tax  Allocation 
on  Capital  Structure 

Eugene  F.  Brigham  and  Myron  J.  Gordon  in  an  analysis  of 
leverage,  dividend  policy  and  the  cost  of  capital,  also  considered  the 
effect  of  tax  allocation  in  the  electric  utility  industry  (20).  They 
argued  that  tax  differences  in  no  sense  constitute  earnings.  This  view 
was  based  on  an  earlier  study  by  Brigham  in  which  he  found  tax  post- 
ponement to  be  related  to  patterns  of  acquisition  and  growth  of  capital 
assets  (21).  Brigham's  conclusion  was  based  on  grounds  of  conserva- 
tism (22).  The  study  showed  that  tax  differences  were  only  partially 
reversed  if  investment  in  relatively  long-lived  assets  was  main- 
tained (23).  Nevertheless,  Brigham  concludes  the  total  tax  difference 
should  be  provided  for  because  of  the  possibility  of  technological  ob- 
solescence and  repeal  of  liberalized  depreciation  provisions  (24).  In 
general  his  study  indicated  that  tax  postponements  will  not  reverse 
until  N years  after  tax  differences  first  arise  from  liberalized 


164 


depreciation  methods,  N being  the  average  depreciable  life  of  the  as- 
set. The  shorter-lived  the  assets,  the  less  the  likelihood  that  elec- 
tric utilities  would  accumulate  large  provisions  for  postponed  income 
taxes . 

Effects  of  Tax  Allocation  Related  to 
Characteristics  of  Particular  Firms 

William  M.  Voss  concluded  in  his  study  of  non-regul ated  in- 
dustries that  patterns  of  acquisition  and  growth  determine  whether  tax 
differences  are  postponed  or  saved  (25).  Voss  holds  that  tax  differences 
can  be  saved  assuming  the  continuation  of  liberalized  tax  depreciation 
if  there  is  a company  policy  of  regularly  investing  in  depreciable  as- 
sets. Voss,  however,  found  the  amount  of  tax  savings  also  to  be  a re- 
lation of  firm  size.  The  over-all  implication  was  that  small  firms 
are  more  likely  to  repay  a part  of  the  tax  difference  arising  from 
liberalized  depreciation  than  large  firms  (26). 

Implications  of  Antecedent  Studies 

The  implications  of  these  studies  are  several.  First,  in  re- 
gard to  the  allocation  of  income  tax  differences,  the  tax  differences 
arising  from  liberalized  depreciation  do  relate  to  subsequent  tax  assess- 
ments. In  some  cases  the  differences  result  in  additional  tax  payments 
equal  to  the  entire  tax  differences.  Livingston,  Brigham,  and  Voss  all 
concluded  from  their  studies  of  liberalized  depreciation  that  the  com- 
plete reversal  of  an  income  tax  difference  was  a special  case.  The  im- 
plication was  that  tax  differences  do  not  completely  reverse  themselves. 
Only  part  of  the  tax  difference  relates  to  future  tax  assessments.  It 
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may  be  inferred  then,  that  the  complete  avoidance  of  subsequent  tax 
payments  related  to  tax  differences  is  also  a special  case. 

Second,  in  regard  to  the  comprehensive  allocation  of  income 
tax  differences,  the  tax  differences  arising  from  liberalized  depre- 
ciation do  not  always  relate  to  comparable  future  tax  assessment.  As 
Brigham  noted,  the  reverse  is  almost  immediate  in  some  cases,  while  in 
other  cases  the  reverse  takes  place  over  a much  longer  period  of  time. 
Additionally,  as  Voss  has  pointed  out,  there  are  cases  where  tax  dif- 
ferences, arising  from  liberalized  depreciation,  are  only  partly  re- 
lated to  subsequent  tax  assessments. 

Third,  in  regard  to  the  impact  of  income  tax  postponements, 
the  portion  of  the  tax  difference  for  which  the  provision  for  postponed 
taxes  should  be  increased  may  relate,  in  the  case  of  liberalized  de- 
preciation, directly  to  the  amount  of  tax  differences.  It  may  also 
relate,  however,  to  the  capital  investment  policy,  the  size,  and  the 
capital  structure  of  that  particular  company. 

In  Chapter  III  it  was  indicated  that  there  are  four  main  causes 
of  tax  differences.  Liberalized  depreciation  actually  involves  the  use 
of  accelerated  depreciation  methods  or  the  adoption  of  shorter  asset- 
lives  for  tax  reporting  purposes  only,  or  both.  Tax  differences  also 
frequently  arise  from  the  use  of  the  installment  sales  method  and  from 
investment  tax-credit.  Because  of  this,  there  are  several  questions 
which  are  raised  by  these  studies. 

For  example,  the  studies  of  Livingston  and  Brigham  relate  to 
regulated  industries.  Livingston  held  that  financial  data  was  obscured 


by  income  tax  allocation  causing  regulating  agencies  in  some  cases  to 
misinterpret  the  results  of  operations.  Brigham  held  that  the  total 
tax  difference  should  be  provided  for  out  of  current  operating  income, 
even  though  some  permanent  tax  savings  are  probably  involved,  for  rea- 
sons of  conservatism.  Do  their  conclusions  bear  any  relation  to  non- 
regulated  industries?  For  example,  by  means  of  the  effect  of  income 
tax  allocation  on  the  earnings  per  share  statistic  could  comprehensive 
income  tax  allocation  cause  some  readers  to  misinterpret  the  data?  On 
the  other  hand,  for  reasons  of  conservatism,  is  it  more  realistic  to 
provide  for  all  possible  subsequent  income  tax  cost? 

Similarly,  the  study  by  Brigham  and  the  study  by  Voss  imply  that 
the  characteristics  of  tax  differences  caused  by  the  use  of  accelerated 
depreciation  methods  relate  to  investment  policy.  Hay  it  be  inferred, 
then,  that  the  characteristic  tax  differences  arising  from  installment 
sales  differ  among  companies? 

To  answer  each  question,  and  to  further  inquire  into  the  na- 
ture of  income  tax  postponements,  a comparative  study  was  made  of  the 
impact  of  income  tax  postponements  on  financial  reporting. 

A Comparative  Analysis 

A comparative  analysis  was  made  of  the  Federal  income  taxes 
postponed  by  corporations  in  the  chemical,  heavy  machinery  manufacturing, 
electronic  companies,  and  retail  department  stores  for  the  period  1 957” 
1966. 

The  purposes  of  this  analysis  were  to  investigate  the  general 
nature  of  the  tax  postponement  characteristics  suggested  in  Chapter  III, 


167 


and  to  study  the  effects  of  reported  postponements  on  earnings  and 
capital  structure.  Expected  future  payment,  it  has  been  noted,  serves 
as  the  norm  or  benchmark  for  financial  statement  users  in  their  de- 
termination of  liabilities  affecting  the  financial  position  of  busi- 
ness enterprises  (27).  Earnings  data  are  used  to  evaluate  the  operat- 
ing performance  of  the  enterprise  and  in  the  formulation  of  expecta- 
tions . 

Nature  and  Sources  of  Data 

The  sample  data  used  for  this  study  were  Standard  and  Poor's 
Compustat . This  source  contains  position  statement  and  income  state- 
ment data  on  some  1,000  corporations.  Also  included  are  data  on  capital 
expenditures,  and  such  things  as  high,  low,  and  closing  stock  prices 
(28).  The  study's  terminal  year  1966  (for  manufacturing  and  merchandis- 
ing corporations,  fiscal  year  1966-1967),  was  dictated  by  the  most  re- 
cent year  for  which  data  were  available  on  Compustat  (29).  The  analysis 
included  only  non-utility  and  non-f i nanci al  United  States  corporations. 

Later  analyses  of  the  provision  made  for  future  taxes  were 
based  on  indices  employing  1 95 7 ~ 1 958 , as  the  base  period.  The  compari- 
sons were  restricted  to  the  four  industries  noted  above,  after  it  was 
indicated  in  a preliminary  analysis  (30)  that  companies  in  these  in- 
dustries characteristically  provide  more  regular  and  more  uniform  fi- 
nancial income  tax  data. 

The  choice  of  the  four  industries  was  also  influenced  by  a de- 
sire to  utilize  data  with  a large  measure  of  internal  consistency.  It 
was  noted  in  Chapter  IV  that  there  has  been  relatively  little  coordination 
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between  the  financial  statements  in  regard  to  reporting  postponed 
taxes.  As  a result,  reference  to  income  statement  data  often  does 
not  explain  changes  that  occur  in  the  provision  for  postponed  taxes 
on  the  position  statement.  Although  conceptually,  the  postponed  tax 
account  on  the  income  statement  and  the  provision  for  postponed  taxes 
on  the  position  statement  are  closely  related,  this  relation  was  not 
found  in  to  be  so  evident  empirically.  Nevertheless,  the  more  closely 
related  income  statement  and  position  statement  postponed  tax  data 
were  viewed  as  the  more  reliable  data. 

One  reason  for  selecting  the  four  industries  used  in  the  study 
was  that  their  income  statement  and  position  statement  were  relatively 
closer  related  than  that  of  the  other  industries  available  in  Standard 
and  Poor's  Compustat.  As  shown  in  Table  4,  the  increase  in  total  net 
tax  postponements  for  the  ten-year  period  tends  to  be  similar  to  the 
increase  that  occurred  in  the  accumulated  provision  for  tax  postpone- 
ments . 

In  three  of  the  four  industries,  the  amount  of  reported  tax 
postponements  on  the  income  statement  was  greater  than  the  increase  in 
the  accumulated  provision  for  postponed  taxes  on  the  position  statement. 
Total  reported  net  tax  postponements  were  greater  than  the  increase  in 
the  accumulated  provision  for  postponed  taxes  for  chemicals  by  19  per 
cent,  for  electronic  companies  by  41  per  cent;  for  retail  department 
stores  by  30  per  cent. 

The  tendency,  then,  in  three  industries  was  for  tax  postponements 
reported  on  the  income  statement  to  be  greater  than  the  accumulated  in- 
creases in  the  provision  for  tax  postponements  reported  on  the  position 
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statement.  One  explanation  of  this  phenomenon  is  that  it  is  an  ac- 
cepted accounting  procedure  to  directly  charge  stockholders'  equity 
with  amounts  related  to  prior  periods  or  for  extraordinary  trans- 
actions. A direct  charge  to  stockholders'  equity  would  not  be  dis- 
closed in  tax  postponements  as  a reduction  of  postponed  taxes  on  the 
income  statement. 

There  is  evidence  that  many  tax  reductions  related  to  post- 
poned tax  items  are  disclosed  on  the  financial  statements  by  means 
other  than  the  use  of  income  statement  accounts.  For  example,  in  a 
survey  of  600  companies,  reported  by  the  A1CPA  on  Table  9 of  Account- 
ing Trends  and  Techniques  1966.  a total  of  259  postponed  tax  items  were 
found.  Of  these  items,  245  items  involved  debits  to  income  taxes;  14 
items  involved  reductions  of  postponed  taxes.  Of  the  14  items  showing 
postponed  taxes  that  reduced  income  taxes,  eight  appeared  in  the  foot- 
notes, in  the  funds  statement,  or  in  some  location  other  than  on  the 
income  statement.  Only  five  of  the  items  appeared  on  the  income  state- 
ment either  with  the  tax  estimate  or  as  a special  item.  One  of  the  14 
items  was  found  on  the  retained  earnings  statement.  There  is  evidence, 
then,  to  explain  the  bias  found  in  the  greater  amount  of  tax  postpone- 
ments reported  on  the  income  statement. 

One  industry,  heavy  machinery  manufacturers,  reported  a much 
smaller  difference  between  the  postponed  tax  account  and  the  provision 
account  than  that  reported  by  the  other  three  industries.  A difference 
of  7 per  cent  was  reported.  The  difference,  however,  was  in  favor  of 
the  position  statement  account  for  postponed  taxes.  The  data  in 
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TABLE  4 

THE  RELATION  OF  TOTAL  REPORTED  NET  TAX  POSTPONEMENTS  OF 
FOUR  INDUSTRIES,  1957-1966,  TO  THE  ACCUMULATED 
PROVISION  FOR  POSTPONED  TAXES 


Heavy 

Dept. 

Year 

Chemi cals 

Machi nery 

Electronics 

Stores 

Postponed  Income  Taxes 

(000  omitted) 

1957 

$ 15,260 

$ 45,990 

$ 290 

$ 195 

1958 

14,880 

22,540 

270 

458 

1959 

14,920 

2,980 

130 

818 

I960 

15,890 

( 2,160) 

200 

1,930 

1961 

10,810 

( 10,640) 

480 

2,920 

1962 

108,070' 

19,000 

1,630 

8,440 

1963 

129,350 

52,700 

4,660 

17,460 

1964 

145,650 

97,440 

3,690 

17,910 

1965 

144,490 

89,910 

4,030 

12,350 

1966 

152.380 

91,870 

790 

15,870 

Total 

$751,700 

$409,630 

$16,170 

$78,351 

Accumulated  1 

ncrease  in  Provision  for 

Postponed  Taxes 

(000  omitted) 

Total 

$611,215 

$438,490 

$ 9,527 

$54,911 

Difference  $140,480 

( $ 28,860) 

$ 6,648 

$23,440 

Source  of  data:  Table  5 
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Table  4 indicates  that  the  accumulated  increase  in  the  provision  for 
postponed  taxes  was  greater  than  the  total  reported  net  increase  in 
tax  postponements.  Nevertheless,  no  adjustment  to  the  data  was  be  — 

1 i eved  necessary. 

One  reason  for  this  view  was  that  the  bias  only  involved  a 
difference  of  7 per  cent.  Another  reason  was  that  the  bias  could  be 
explained  by  the  methods  of  reporting  postponed  taxes  that  are  peculiar 
to  that  industry.  For  several  years,  the  asset -offset  method  was  used 
extensively  in  the  industry.  During  the  years  1954-1960,  the  amount  of 
provision  for  postponed  taxes  was  often  very  obscure.  Many  companies 
used  the  asset -offset  method  for  some  items  and  a liability  provision 
account  for  other  items  of  postponed  taxes.  As  the  shift  to  reporting 
all  tax  postponements  in  a liability  provision  account  occurred,  changes 
in  position  statement  accounts  were  not  clearly  explained.  For  this 
reason,  it  is  difficult  to  account  for  increases  in  the  position  state- 
ment provision  for  postponed  taxes. 

However,  if  only  data  for  the  years  1961-1966  are  used,  the 
heavy  machinery  manufacturing  industry  exhibits  the  same  tendency  as 
the  other  three  industries  for  reported  tax  postponements  on  the  income 
statement  to  be  greater  than  the  accumulated  increase  in  the  provision 
for  postponed  taxes  on  the  position  statement.  The  data  in  Table  5, 
then,  for  all  four  industries  was  believed  to  have  internal  consistency 
sufficient  to  be  used  for  a comparison  of  the  impact  of  reported  tax 
postponements  on  earnings  per  share  and  on  capital  structure. 

The  financial  elements  examined  and  compared  in  this  analysis 


consisted  of  the  following: 
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Provision  for  Postponed  Income  Taxes  - the  pro- 
vision for  accumulated  tax  differences  computed 
both  including  and  not  including  tax  differences 
arising  from  investment  tax-credits. 

Postponed  Income  Taxes  - the  annual  increment  or 
decrement  to  the  Provision  for  Postponed  Income 
Taxes  arising  from  sources  of  tax  differences 
other  than  investment  tax-credits. 

Investment  Tax-Credits  - the  annual  increment  or 
decrement  to  the  Provision  for  Postponed  Income 
Taxes  arising  from  tax  differences  associated 
with  investment  tax  credits  provided  for  by  the 
Internal  Revenue  Code  (31). 

Debt  Capital  - all  debt  with  an  original  maturity 
greater  than  one  year. 

Stockholder  Equity  - all  paid-in  capital  and  re- 
tained earnings. 

Financial  Income  Tax  Expense  - Federal  income  tax 
expense  computed  on  the  basis  of  financial  income 
before  taxes. 

Income  Tax  Assessed  - Federal  income  tax  assess- 
ment based  on  taxable  income. 

Earnings  Before  Taxes  - gross  profits  less  operating 
expenses . 

Earnings  After  Financial  Taxes  - gross  profits 
less  operating  expenses  less  financial  income  tax 
expense. 

Earnings  After  Tax  Assessments  - gross  profits  less 
operating  expenses  less  income  tax  assessments. 

Empi rical  Fi ndi ngs 

The  comparative  analysis  produced  the  following  results  in  re- 
gard to  the  accounts  affected  by  the  postponement  of  taxes  for  the  test 
group  of  four  industry  classifications  for  the  period  1957-1966,  as 
shown  in  Table  5.  The  dollar  amounts  are  given  in  million*:  of  dollars. 
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Provisions  for  postponed  income  taxes  including 
tax  differences  from  investment  tax-credits  in- 
creased from  $68.5  to  $679. 7 for  chemicals;  from 
$52.9  to  $491 .4  for  heavy  machinery  manufacturers: 
from  $1.6  to  $13.7  for  electronic  companies;  and 

from  $0.8  to  $61.8  for  retail  department  stores. 

Provisions  for  postponed  income  tax  not  including 
tax  differences  from  investment  tax-credits  in- 
creased from  $68.5  to  $599.8  for  chemicals;  from 
$52.9  to  $433.9  for  heavy  machinery  manufacturers; 
from  $1.6  to  $11.2  for  electronic  companies;  and 

from  $0.8  to  $55.8  for  retail  department  stores. 

Postponed  income  taxes  not  including  investment 
tax-credits  rose  during  the  period  from  $15.3  to 
$72.5  for  chemicals;  decreased  from  $46.0  to 
$34.3  for  heavy  machinery  manufacturers;  rose  from 
$0.3  to  $0.8  for  electronic  companies;  and  from 
$0.2  to  $15.9  for  retail  department  stores. 

Investment  tax-credits  did  not  affect  income 
taxes  until  1962,  but  since  1962,  increased 
from  $12.6  to  $79.9  for  chemicals;  from  $23.4  to 
$57.6  for  heavy  machinery  manufacturers;  from 
$0.9  to  $2.6  for  electronic  companies;  and  from 
$1.7  to  $6.2  for  retail  department  stores. 

Debt  capital  rose  during  the  period  from  $ 1 , 785.8 
to  $4,262 , 2 for  chemicals;  from  $ 1 , 296.0  to  $1 ,937.8 
for  heavy  machinery  manufacturers;  from  $69.5  to 
$313.6  for  electronic  companies;  and  from  $372.9  to 
$93 1 .4  for  retail  department  stores. 

Stockholder  equity  increased  from  $8, 143.8  to 
$13,611,5  for  chemicals;  from  $9,557.6  to  $17,513. 1 
for  heavy  machinery  manufacturers;  from  $264.4  to 
$ 1 , 204.6  for  electronic  companies;  and  from  $ 1 , 205.9 
to  $2, 245 . 0 for  retail  department  stores. 

Financial  income  tax  expense  rose  during  the  period 
from  $964. 1 to  $ 1 , 607.5  for  chemicals;  from  $ 1 , 449 . 0 
to  $2,473.3  for  heavy  machinery  manufacturers;  from 
$38.5  to  $149.9  for  electronic  companies;  and  from 
$133.7  to  $225.0  for  retail  department  stores. 

Income  tax  assessments  increased  from  $948.8  tc 
$ 1 ,455. 1 for  chemicals;  from  $1 , 402.7  to  $2, 386.5 
for  heavy  machinery  manufacturers;  from  $38.2  to 
$203. 1 for  retail  department  stores. 
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Earnings  before  taxes  rose  during  the  period 
from  $1,904.3  to  $3.631 .9  for  chemicals;  from 
$2.766.0  to  $5.308.3  for  heavy  machinery  manu- 
facturers; from  $ 74 . 0 to  $337.  1 for  electronic 
companies;  and  from  $269.4  to  $533.7  for  retail 
department  stores. 

Earnings  after  financial  taxes  increased  from 
$940.2  to  $2,024.5  for  chemicals;  from  $1,317-3  to 
$2,830.0  for  heavy  machinery  manufacturers;  from 
$35.5  to  $187.1  for  electronic  companies;  and 
from  $135.7  to  $308.6  for  retail  department  stores. 

Earnings  after  tax  assessments  rose  during  the 
period  from  $955.5  to  $2,176.9  for  chemicals; 
from  $1,363.3  to  $2,921 .8  for  heavy  machinery  manu- 
facturers; from  $35.8  to  $190.5  for  electronic 
companies;  and  from  $136.5  to  $330.6  for  retail 
department  stores. 

The  purpose  of  this  comparison  involves  a study  of  the  effects 
of  tax  postponements  on  the  earnings  per  share  statistic  and  on  capital 
structure.  Because  of  this,  the  analysis  of  Table  5 focuses  on  changes 
in  tax  postponements  and  provisions  for  postponed  taxes  that  were  re- 
ported for  financial  purposes. 


Analysis  of  Changes  in  Tax  Postponements 
and  Provisions  for  Postponed  Taxes 

The  data  presented  in  Table  5 indicates  that  the  provision  for 
postponed  taxes  has  not  declined  substantially,  or  for  a very  long  time 
in  any  of  the  four  industries. 

For  two  industries,  tax  postponements  arising  from  investment 
tax-credits  seem  to  have  increasing  importance.  In  the  other  two  in- 
dustries, instances  of  tax  postponements  arising  from  investment  tax- 
credits  were  more  occasional.  Despite  this,  a basic  similarity  could 
be  ascertained  in  the  nature  of  tax  postponements  arising  from  investment 

tax-credits,  during  the  period  of  analysis. 
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TABLE  5 


A COMPARATIVE  ANALYSIS  OF  THE  IMPACT  OF 
POSTPONED  TAXES  ON  FINANCIAL  DATA  OF 
FOUR  INDUSTRIES 
(OOO  omitted) 


Year 

Provi s i ons 
for  Post- 
poned Taxes 

Provi sions 
for  Post- 
poned Taxes 
(omit  tax- 
credits) 

Postponed 
1 ncome  T axes 
(tax-credits 
omi tted) 

Chemi cal s 

1957 

$ 68,515 

$ 68,515 

$ 15,260 

1958 

86,086 

86,086 

14,880 

1959 

105,345 

105,345 

14,920 

I960 

140,314 

140,314 

15,890 

1961 

159,130 

159,130 

10,810 

1962 

270,690 

258,120 

95,500 

1963 

389,147 

374,827 

115,030 

1964 

505,637 

456,717 

96,730 

. 1965 

602,745 

537,745 

79,490 

1966 

679,730 

599,840 

72,490 

Postponed 
I ncome  T axes 
F rom  Tax- 
credits 


$ 


12,570 

14,320 

48,920 

65,000 

79,890 


Heavy  Machinery  Manufacturers 


1957 

1958 

1959 

1960 

1961 
1962 

1963 

1964 

1965 

1966 


52,939 

52,939 

66,345 

66,345 

79,768 

79,768 

99,993 

99,993 

119,704 

119,704 

168,491 

145,081 

230,498 

197,228 

302,299 

252,779 

386,764 

330,214 

491,429 

433,869 

45,990 

22,540 

2,980 

( 2,160) 

( 10,640) 

( 4,410) 

23,410 

19,430 

33,270 

47,920 

49,520 

33,360 

56,550 

34,310 

57,560 

Debt 

Equity 


$1,785,800 

1.966.400 

1,990,600 

2.201.500 
2,214,300 

2.435.500 
2,515,200 
2,913,900 

3.564.400 

4,262,200 


1,296,000 

1.355.000 

1.352.000 

1,369,500 

1.558.700 

1.478.700 

1.405.700 
1,425,400 
1,755,300 
1,937,800 
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TABLE  5 — Continued 


Stock- 
holders 1 
Equi ty 


Fi nanci al 
Tax  Ex- 
pense 


I ncome  Tax 
Assessed 


Earni ngs 
Before 
T axes 


Earni ngs 
After  Fi- 
nanci al 
T axes 


Earni ngs 
After  Tax 
Assess- 
ments 


$ 8,143,775  $ 964,100 

8,485,501  777,620 

9,079,817  1,144,900 

9,812,815  1,073,030 

10,400,591  1,071,010 

10,599,327  1,241,690 

10,902,443  1,299,920 

11,340,099  1,395,050 

12,329,862  1,507,240 

13,611,468  1,607,470 


9,557,596  1,448,690 
9,766,664  680,630 
10,536,807  1,583,190 
11,354,237  1,733,590 
11,645,728  1,440,490 
12,642,173  2,217,110 
13,625,516  2,650,070 
14,662,410  2,428,740 
16,623,315  3,008,720 
17,513,120  2,478,340 


$ 948,840 

$ 1,904,310 

762,740 

1,588,520 

1,129,980 

2,238,210 

1,057,140 

2, 115,022 

1 ,060,200 

2,137,430 

1,133,620 

2,470,450 

1,170,570 

2,589,950 

1,249,400 

3,003,080 

1,362,750 

3,384,410 

1,455,090 

3,631,950 

1,402,700 

2,766,040 

658,090 

1,478,040 

1,580,210 

3,027,480 

1,735,750 

3,199,500 

1,451,130 

2,802,730 

2,198, 110 

4,195,150 

2,597,370 

4,959,440 

2,331,300 

4,961,030 

2,918,810 

6,184,930 

2,386,470 

5,308,320 

$ 940,210 

$ 955,470 

810,900 

825,780 

1,093,310 

1 ,108,230 

1,041,992 

1,057,882 

1,066,420 

1,077,230 

1,228,760 

1,336,830 

1,290,030 

1,419,380 

1,608,030 

1,753,680 

1,877,170 

2,021 ,660 

2,024,480 

2,176,860 

1,317,350 

1,363,340 

797,410 

819,950 

1 ,444,290 

1,447,270 

1,465,910 

1,463,750 

1,362,240 

1,351,600 

1,978,040 

1,997,040 

2,309,370  . 

2,362,070 

2,532,290 

2,629,730 

3,176,210 

3,266,120 

2,829,980 

2,921,850 
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-TABLE  5 — Continued 


Electronics  Companies 


1957  $ 1,679 

$ 1,679 

$ 290  $ 

$ 69,500 

1958 

1,975 

1,975 

270 

69, 000 

1959 

2,226 

2,226 

130 

60,600 

I960 

2,596 

2,596 

200 

85,200 

1961 

2,856 

2,856 

480 

144,200 

1962 

5,693 

4,743 

1,630 

950 

181, ouO 

1963 

9,635 

8,055 

4,660 

1,580 

215,900 

1964 

11,639 

9,789 

3,690 

1,850 

235,400 

1965 

14,803 

13,163 

4,030 

1,640 

251,100 

1966 

1 3,771 

11,201 

790 

2,570 

313,600 

Retai  1 

Department  Stores 

1957 

858 

858 

1 95a 

372,900 

1958 

1,445 

1,445 

458a 

357,100 

1959 

2,235 

2,235 

8 1 8a 

399,000 

I960 

3,317 

3,317 

l,930a 

383,500 

1961 

6,654 

6,654 

2,920 

418,900 

1962 

16,458 

14,798 

8,440 

1,660 

5 1 6 , 800 

1963 

21,807 

17,027 

17,460 

4,780 

633,900 

1964 

23,407 

18,347 

17,910 

5,060 

819,000 

1965 

52,592 

46,202 

12,350 

6,390 

852,100 

1966 

61,889 

55,769 

15,870 

6,120 

931 ,400 
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TABLE  5 — Extended 


264,437 

$ 38,520 

338,453 

30,730 

413,780 

62, 150 

551,769 

77,990 

661,729 

59,130 

736,290 

72, 160 

781 ,621 

56,740 

819,767 

62,000 

910,793 

87,010 

1,204,648 

149,950 

1,205,929 

133,700 

1 , 246 , 686 

126,630 

1,363,640 

156,460 

1,414,745 

152,880 

1,489,798 

160,070 

1,583,243 

163,960 

1 ,690,620 

171 ,860 

1,813,823 

200,540 

2,022, 140 

224,070 

2,245,054 

225,040 

$ 38,230 

$ 74,020 

30,460 

60,800 

62,020 

122,590 

77,790 

155,840 

58,650 

125,410 

69,580 

158,500 

50,500 

134, 160 

56,460 

154,950 

81,340 

206,270 

146,590 

337,070 

132,842 

269,400 

125,185 

257,760 

154,225 

310,940 

149,563 

284,040 

157,150 

321,580 

153,860 

337,890 

149,620 

358,150 

177,570 

445 , 440 

205,330 

520,490 

203,050 

533,690 

$ 35,500 

$ 35,790 

30,070 

30,340 

60,440 

60,570 

77,850 

78,050 

66,280 

66,760 

86,340 

88,920 

77,420 

83,660 

92,950 

98,490 

1 19,260 

124,930 

187,120 

190,480 

135,700 

136,558 

131,130 

132,575 

154,480 

156,715 

131,160 

134,477 

161 ,510 

164,430 

173,930 

184,030 

186,290 

208,530 

244,900 

267,870 

296,420 

315,160 

308,650 

330,640 

aesti mated 

Source  of  data:  Standard  and  Poor's  Compustat, 
University  of  Florida,  College  of  Business  Ad- 
ministration, Gainesville,  Florida. 
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Postponed  taxes  arising  from  all  sources  except  investment 
tax-credits  did  not  exhibit  any  characteristics  that  were  similar  in 
all  industries.  This  raises  again  the  question  of  whether  tax  post- 
ponements should  be  classified  in  the  financial  statements  according 
to  the  item  in  the  tax  law  giving  rise  to  the  tax  difference.  Tax 
postponements  arising  from  investment  tax -credits  are  generally  made 
available  as  a separate  quantity.  In  Table  5,  tax  postponements  aris- 
ing from  investment  tax-credits  seemed  to  behave  similarly  in  the 
four  industries.  It  may  at  least  be  suspected  that  the  heterogeneity 
of  tax  postponements  from  all  other  sources  may  have  caused  it  to  ex- 
hibit no  ascertainable  general  characteristics  among  the  four  indus- 
tries analyzed. 

Some  Implications 

It  appears  that  there  are  four  implications  that  can  be  drawn 
from  the  data  presented  in  Table  5.  Provisions  for  postponed  income 
taxes  on  the  position  statement  do  not  appear  to  be  decreasing  in 
amount.  Postponed  taxes  on  the  income  statement  do  not  appear  to  be 
decreasing  in  amount  but  the  method  of  reporting  tax  postponement  as 
an  unclassified  amount  makes  it  more  difficult  to  interpret.  The  com- 
parative changes,  although  not  obvious,  did  seem  to  suggest  the  use- 
fulness of  an  analysis  of  the  data  in  terms  of  rates  of  change. 

Analysis  of  Rates  of  Changes  in  Tax 
Postponements  and  Provisions  for  Tax 
Postponements 


In  Table  6,  the  rates  of  change  are  shown  in  several  financial 
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TABLE  6 

A COMPARATIVE  ANALYSIS  OF  THE  IMPACT  OF 
POSTPONED  TAXES  ON  FINANCIAL  DATA  OF 
FOUR  INDUSTRIES— RATES  OF  CHANGES 


Year  Provisions 

Provi s i ons 

Postponed 

Postponed 

Debt 

for  Post- 

for  Post- 

1 ncome  Taxes 

1 ncome  T axes 

Equity 

poned  Taxes 

poned  Taxes 
(omit  tax- 
credits) 

(tax-credi  ts 
omi tted) 

From  Tax- 
credits 

Chemi cal s 


1957 

$ 82.2 

$ 82.2 

$ 101.6 

$ 

1958 

103.3 

103.3 

99.0 

1959 

126.4 

126.4 

99.3 

I960 

168.4 

168.4 

105.8 

1961 

191.0 

191.0 

72.0 

1962 

324.9 

309.8 

635.8 

100.0 

1963 

467.0 

450.0 

765.8 

113.9 

1964 

606.0 

548.2 

644.0 

389.1 

1965 

723.5 

645.4 

529.2 

517.1 

1966 

815.9 

720.0 

482.6 

635.5 

Heavy  Machinery  Manufacturers 


1957 

79.8 

79.8 

224.3 

1958 

99.9 

99.9 

109.9 

1959 

120.2 

120.2 

14.5 

I960 

150.7 

150.7 

( 10.5) 

1961 

180.4 

180.4 

( 51.9) 

1962 

253.9 

218.7 

( 21.5) 

100.0 

1963 

347.4 

297.2 

94.7 

142.1 

1964 

455.6 

381.0 

233.7 

211.5 

1965 

582.9 

497.7 

162.7 

241.6 

1966 

740.7 

653.9 

167.3 

245.9 

$ 93.3 

102.7 

104.0 

115.0 

115.7 
127.2 
131.4 
152.2 
186.2 
222.6 


97.1 

100.9 

100.6 

101.9 

116.0 

110. 1 

104.6 

106.1 

130.7 
144.3 


o 
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TABLE  6--Continued 


Stock- 
hol ders 1 
Equi ty 

Fi nanci al 
Tax  Ex- 
pense 

1 ncome  Tax 
Assessed 

Earni ngs 
Before 
Taxes 

Earni ngs 
After  Fi - 
nanci al 
Taxes 

Earni ngs 
After  Tax 
Assess- 
ments 

$ 95.0 

$ 100.2 

$ 100.2 

$ 99.6 

$ 99.1 

$ 99.2 

99.0 

80.8 

80.5 

83.1 

85.5 

85.7 

105.9 

119.0 

119.2 

117.1 

115.3 

115.1 

114.5 

111.5 

111.6 

110.7 

109.9 

109.8 

121 .4 

111.3 

111.9 

111.8 

112.5 

111.8 

123.6 

129.0 

119.7 

129.3 

129.6 

138.8 

127.2 

135.1 

123.6 

135.6 

136.0 

147.3 

132.3 

145.1 

147.3 

157.2 

169.6 

182.1 

143.9 

156.6 

143.9 

177.2 

198.0 

209.9 

158.8 

167. 0 

153.6 

190.1 

213.5 

226.0 

96.0 

117.1 

1 15.6 

114.1 

111.0 

112.6 

98.1 

55.0 

54.2 

61 .0 

67.2 

67.7 

105.8 

127.9 

130.2 

124.9 

121.7 

1 19.6 

1 14.1 

140.1 

143.0 

132.0 

123.6 

120.9 

117.0 

116.4 

119.5 

1 15.6 

1 14.8 

111.7 

127.0 

179.2 

181.1 

173.1 

I66.7 

165-0 

136.9 

214.1 

214.0 

204.6 

194.7 

195.2 

147.3 

196.2 

192. 1 

204.7 

213.5 

217.3 

I67.O 

243.1 

240.5 

255.2 

267.7 

269.8 

175.9 

200.3 

196.6 

219.0 

154.3 

241.4 

Source  of  Data:  Table  4 
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.TABLE  6 — Continued 


Electronics  Companies 


1957  $ 

85.7 

$ 85.7 

$ 126.1  $ 

$ 104.7 

1958 

100.8 

100.8 

117.4 

104.0 

1959 

113.6 

133.6 

56.5 

91.3 

I960 

132.4 

132.4 

86.9 

128.4 

1961 

145.7 

145.7 

208.7 

217.3 

1962 

290.4 

242.0 

708.7 

100.0 

272.7 

1963 

491.6 

411.0 

2026.1 

166.3 

325.3 

1964 

593.8 

499.3 

1604.3 

194.7 

355.0 

1965 

755.3 

671.3 

1752.2 

172.6 

378.2 

1966 

702.6 

571.5 

343.5 

270.5 

472.5 

Retai 1 

Department  Stores 

1957 

56.7 

56.7 

39. 8a 

99.1 

1958 

95.5 

95.5 

93. 5a 

94.9 

1959 

147.7 

147.7 

166. 9a 

io6.o 

I960 

219.2 

219.2 

393. 9a 

101.9 

1961 

440.0 

440.0 

595.9 

111.3 

1962 

1087.8 

978.1 

1722.4 

100.0 

137.3 

1963 

1441.3 

1125.4 

3563.3 

288.0 

168.4 

1964 

1547.0 

1212.6 

3655.1 

304.8 

217.8 

1965 

3476.0 

3053.7 

2520.4 

384.9 

226.4 

1966 

4090.5 

3686.0 

3238.8 

368.7 

247.9 

a 


estimated 


Source  of  data:  Table  4 


TABLE  6--Extended 


$ 78.0 

$ 87.9 

$ 87.7 

$ 86.3 

$ 84.5 

$ 84.7 

99.8 

70.1 

69.9 

70.8 

71.6 

71.8 

122.1 

141 .9 

142.3 

142.9 

143.8 

143.4 

162.8 

178.1 

178.5 

181.6 

185.3 

184.8 

195.3 

135.0 

134.6 

146.2 

157.8 

158.1 

217.3 

164.7 

159.7 

184.7 

205.6 

210.5 

230.6 

129.5 

115.9 

156.4 

184.3 

198.1 

241 .9 

141 .5 

129.6 

180.6 

221.3 

233.2 

268.7 

198.6 

186.7 

240.4 

283.9 

295.8 

355.5 

342.3 

336.4 

392.8 

445.5 

451.0 

94.8 

96.2 

96.7 

96.4 

96.6 

96.2 

98.0 

91.1 

91.1 

92.3 

93.4 

93.4 

107.2 

112.6 

112.2 

111.3 

1 10.4 

110.4 

111.2 

110.0 

108.8 

101.7 

93.3 

94.7 

117.1 

115.2 

1 14.4 

115.1 

1 15.0 

115.8 

124.5 

1 18.0 

112.0 

120.9 

123.9 

129.6 

132.9 

123.7 

108.9 

128.2 

132.7 

146.9 

142.6 

144.3 

129.2 

159.4 

174.4 

188.7 

159.0 

161.3 

149.4 

186.3 

211.1 

222.0 

176.5 

162.0 

147.8 

191.0 

219.8 

232.9 
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items  including  tax  postponements  and  provisions  for  tax  postpone- 
ments . 


Empi ri cal  F i ndj  ngs 

The  comparative  analysis  produced  the  following  results  in  re- 
gard to  the  test  group  for  the  period  1957-1966.  The  average  annual 
change  (annual  growth  rate)  is  shown  in  parentheses  following  the  ab- 
solute percentage  change.  The  computations  were  based  on  the  index 
base,  1957-1959. 

Provisions  for  postponed  taxes,  not  including 
tax  differences  from  investment  tax-credits, 
increased  620.0  per  cent  for  chemicals  (56.9); 
postponed  taxes,  from  all  sources  except  investment 
tax-credits,  increased  382.6  per  cent  (38.5) . 

For  heavy  machinery  manufacturers,  provisions  for 
postponed  taxes,  not  including  tax  differences 
from  investment  tax-credits,  increased  553.9  per 
cent  (58.4);  postponed  taxes,  from  all  sources 
except  investment  tax-credits,  decreased  by  57.0 
per  cent  (-6.2)  during  the  period. 

For  electronic  companies,  provisions  for  postponed 
taxes,  not  including  tax  differences  from  investment 
tax-credits,  increased  471.5  per  cent  (48.6);  post- 
poned taxes,  from  all  sources  except  investment  tax- 
credits,  increased  243.5  per  cent  (21.7)  durinq  the 
period. 

For  retail  department  stores,  provisions  for  post- 
poned taxes  increased  3,586.0  per  cent  (362.4); 
postponed  taxes,  from  all  sources  except  investment 
tax-credits,  increased  3,338  per  cent  (319.9)  during 
the  period. 

The  data  presented  in  Table  6 indicate  that  for  two  industries 
the  provision  for  postponed  taxes  and  reported  tax  postponements,  from 
all  sources  except  investment  tax-credits  were  about  five  times  as 
large  as  in  1966  as  in  1957*  In  comparison,  retail  department  stores 
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showed  spectacular  increases.  The  provision  for  postponed  taxes  and 
reported  tax  postponements,  from  all  sources  except  investment  tax- 
credits,  were  about  3^  times  as  large  in  1966  as  in  1957.  The  data 
for  electronic  companies  were  difficult  to  interpret.  Although  the 
rates  of  change  were  similar  to  those  of  chemical  and  heavy  machinery, 
an  inspection  of  the  electronic  companies  data  disclosed  a peculiar 
tendency  for  occasional  spurts  of  tax  postponements  to  occur. 

Some  I mpl i cat i ons 

It  appears  that  tax  postponements  and  provisions  for  postponed 
taxes  are  more  significant  in  the  financial  reports  of  some  industries 
than  others.  If  Livingston's  thesis  can  be  applied  to  financial  state- 
ment users  generally,  the  more  rapid,  and  material  the  amount  of  taxes 
postponed,  the  more  difficult  it  is  to  compensate  for  obscure  or  dif- 
ficult to  interpret  data.  In  such  instances,  it  would  be  especially 
important  to  disclose  the  effect  of  tax  postponements  in  the  financial 
statements.  Retail  department  stores,  for  example,  may  need  to  give 
amplified  explanations  of  the  impact  of  postponed  taxes  on  earnings, 
on  funds  and  on  financial  position. 

To  further  study  the  impact  of  tax  postponements  on  financial 
statements,  a comparison  was  made  of  the  impact  of  postponed  taxes  on 
the  earnings  and  capital  structure  of  the  four  industries. 

A Comparison  of  the  Impact  of  Tax  Postponements 
on  Earnings  Per  Share 

The  data  presented  in  Table  5 were  used  for  a further  analysis. 
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The  impact  of  tax  postponements  on  earnings  per  share  of  the  test 
group  of  four  industry  classifications  for  the  period  1 957 “ 1 966 , is 
exhibited  in  Table  7 • During  the  period  average  earnings  relative 
to  outstanding  shares  of  common  stock  for  chemicals,  decreased  from 
$3.70  to  $3.52.  This  decrease  included  tax  differences  which  in- 
creased per  share  from  $ .07  in  1957,  to  almost  $.12  in  1966.  For 
retail  department  stores,  average  earnings  per  share  rose  from  $3.20 
to  $3.22.  The  increase  did  not  include  tax  differences  which  in- 
creased per  share  from  $ .03  to  $.17.  For  these  industries,  during 
the  period  under  consideration,  tax  postponements  had  an  increasing, 
but  steady  impact  on  earnings  per  share. 

In  contrast,  both  electronic  companies  and  heavy  machinery 
manufacturers  have  experienced  considerable  volatility  in  their  annual 
provision  for  postponed  taxes  for  1957-1966.  For  example,  postponed 
taxes  for  the  heavy  machinery  manufacturers  exhibited  a declining 
trend  for  1958-1960,  and  for  1961-1966,  an  upward  movement.  At  the 
beginning  of  the  period  the  heavy  machinery  manufacturing  group  had 
the  largest  annual  provision  for  postponed  taxes,  with  tax  differences 
per  share  of  $.11,  but  this  declined  in  1966  to  $ .06.  In  the  period 
1 957 _ 1 966 , earnings  per  share  rose  from  $3.61  to  $3.62.  For  elec- 
tronic companies,  postponed  taxes  showed  a decrease  1958-1960,  an  in- 
crease 1961 -1963,  but  decreased  again  in  1964-1966.  In  1957,  average 
earnings  per  share  for  electronic  companies  was  $1.83;  average  post- 
poned taxes  per  share  was  $ . 007.  In  1966,  average  earnings  per  share 
for  electronic  companies  was  $3.84,  while  average  postponed  taxes  per 
share  was  $ .009. 
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TABLE  7 

A COMPARISON  OF  THE  IMPACT  OF  TAX 
POSTPONEMENTS  ON  EARNINGS  PER  SHARE 

(OOO  omi tted) 


(0  (2)  (3)  (4)  (5) 

Earnings  After  Postponed  Number  of  (0  t (3)  (2)  - (3) 

Financial  Taxes  Taxes  Shares  of 

Common  Stock 


Chemi cals 


1957 

$ 9^0,210 

$ 15,260  $ 

201,330 

$3.70 

$ .075 

1 9 66 

2,024,480 

72,490 

558,165 

3.52 

.129 

Heavy  Machinery 

Manufacturers 

1957 

$1,317,350 

$ 45,990  $ 

401,637 

$3.61 

$ .114 

1 966 

2,829,980 

34,310 

567,710 

3.61 

.060 

Electronic 

Compani es 

1957 

$ 35,500 

$ 290  $ 

39,277 

$1.83 

$ .007 

1966 

187,120 

790 

87,681 

3.84 

.009 

Retai 1 Department  Stores 

1957 

$ 135,700 

$ 858  $ 

33,898 

$3.20 

$ .025 

1966 

308,700 

15,870 

95,921 

3.22 

.165 

Source  of  data:  Table  5 
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Some  implications 

It  appears  that  despite  the  different  characteristics  among 
chemicals,  heavy  machinery  manufacturers,  electronic  companies,  and  re- 
tail department  stores  in  regard  to  their  mode  of  operations,  and  de- 
spite the  divergencies  in  the  profit  before  taxes  growth  rates,  the 
four  industries  experienced  nearly  identical  growth  patterns  of  earn- 
ings in  the  two  categories  after  financial  taxes  and  earnings  after 
tax  assessments.  That  is,  during  the  period  of  analysis  income  tax 
differences  did  not,  on  the  average,  materially  affect  the  amount  of 
reported  earnings  on  a per  share  basis.  An  implication  of  the  study, 
however,  was  that  in  the  short-run  tax  postponements  may  alter  earnings 
enough  to  obscure  in  particular  years  the  general  movement  of  financial 
income  unless  the  active  tax  assessment  is  also  known.  For  example, 
in  electronic  companies  and  heavy  machinery  manufacturers  the  irregu- 
larity of  the  impact  of  tax  postponements  may  be  suspected  to  have  the 
deleterious  effect  on  financial  statement  users  suggested  in  another 
context  by  Livingston  (32). 

A Comparison  of  the  Impact  of  Tax 
Postponements  on  Capital  Structure 

The  impact  of  income  tax  postponements  on  capital  structure  for 
the  four  industry  classifications  is  exhibited  in  Table  8.  In  regard 
to  debt  capital  and  stockholders'  equity,  electronic  companies  showed 
the  greatest  change  in  total  capital.  This  was  largely  due  to  the 
great  increase  in  stockholders'  equity.  Heavy  machinery  manufacturers 
presented  little  change  in  either  debt  capital  or  stockholders'  equity. 
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For  electronic  companies  and  retail  department  stores  for  the  period 
under  consideration,  provisions  for  postponed  income  taxes  were  a 
relatively  small  part  of  total  capital.  For  example,  the  provisions 
for  postponed  income  taxes  of  both  retail  department  stores  and  elec- 
tronic companies  in  1966,  were  less  than  one  per  cent  of  total  capi- 
tal. Nevertheless,  some  significance  may  be  attached  to  the  growing 
impact  of  postponed  taxes  as  a part  of  the  capital  structure. 

During  the  period  under  analysis,  debt  capital  as  a percentage 
of  total  capital  for  chemicals  rose  from  18  per  cent  to  nearly  24  per 
cent.  In  the  same  period,  the  provision  for  postponed  taxes  as  a per- 
centage of  debt  capital  increased  from  4 per  cent  to  16  per  cent;  the 
provision  for  postponed  taxes  as  a percentage  of  total  capital  increased 
from  0.7  per  cent  to  nearly  4 per  cent. 

For  heavy  machinery  manufacturers  during  the  period  under  analy- 
sis, debt  capital  as  a percentage  of  total  capital  decreased  from  12 
per  cent  to  10  per  cent.  In  the  same  period,  the  provision  for  postponed 
taxes  as  a percentage  of  debt  capital  rose  from  4 per  cent  to  nearly  26 
per  cent;  the  provision  for  postponed  taxes  as  a percentage  of  total 
capital  rose  from  0.5  per  cent  to  2.5  per  cent. 

For  electronic  companies  during  the  period  under  analysis,  debt 
capital  as  a percentage  of  total  capital  remained  almost  constant  at 
21  per  cent.  In  the  same  period,  the  provision  for  postponed  taxes  as 
a percentage  of  debt  capital  increased  from  2.4  per  cent  to  nearly  4.4 
per  cent;  the  provision  for  postponed  taxes  as  a percentage  of  total 
capital  rose  from  0.5  per  cent  to  0.9  per  cent. 

For  retail  department  stores  during  the  period  under  analysis, 
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TABLE  8 

A COMPARISON  OF  THE  IMPACT  OF  TAX 
POSTPONEMENTS  ON  CAPITAL  STRUCTURE 

(000  omitted) 


(1) 

Provisions  for 
Postponed  Taxes 

(2) 

Debt  Equity 

(3) 

(1)  4 (2) 

(4) 

(2)  (3) 

(5) 

(1)  T (3) 

Chemi cals 

1957 

$ 68,515 

$1,785,800 

$ 9,929,575 

.18 

.007 

1966 

679,730 

4,262,200 

17,873,668 

.24 

.038 

Heavy  Machinery  Manufacturers 

1957 

$ 52,939 

$1,296,000 

$10,853,596 

.12 

.005 

1966 

491 ,429 

1,937,800 

19,450,920 

.10 

.025 

Electronics  Companies 

1957 

$ 1,679 

$ 69,500 

$ 333,937 

.21 

.005 

1966 

13,771 

313,600 

1,518,248 

.21 

.009 

Retai 1 Department  Stores 

1957 

$ 858 

$ 372,900 

$ 1,578,829 

.24 

.001 

1 966 

16,889 

931 ,400 

3,176,454 

.29 

.005 

Source  of  data:  Table  4 
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debt  capital  as  a percentage  of  total  capital  increased  from  2k  per 
cent  to  29  per  cent.  In  the  same  period,  the  provision  for  postponed 
taxes  as  a percentage  of  total  capital  rose  from  about  0.1  per  cent  to 
0.5  per  cent. 

Some  Implications 

There  is  some  indication  from  the  analyses  that  despite  the 
fact  that  the  four  industries  fared  about  the  same  in  regard  to  changes 
in  capital  structure  during  the  1957-1966  period,  changes  in  the  pro- 
vision for  postponed  taxes  had  some  impact  on  financial  structure.  With 
the  exception  of  heavy  machine  manufacturers,  the  industries  tended  to 
slightly  increase  debt  equity  relative  to  total  capital.  During  the 
same  period,  relative  to  total  capital,  the  provision  for  postponed 
taxes  became  increasingly  significant.  For  example,  relative  to  total 
capital,  the  provision  for  postponed  taxes  for  chemicals  increased 
nearly  six  times. 

Based,  on  the  analyses  of  Table  6,  an  expectation  was  to  find 
relatively  little  change,  relative  to  total  capital,  in  the  provision 
for  postponed  taxes.  It  was  found,  however,  that  considerable  growth 
in  the  provision  for  postponed  taxes  was  exhibited  by  all  four  indus- 
tries, especially  chemicals  and  retail  department  stores,  during  the 
period  of  analysis.  Such  a disparity  might  be  caused  if  tax  differ- 
ences were  excessive  estimates  of  the  related  subsequent  tax  assess- 
ment . 

The  issue  then  may  be  raised:  is  there  a need  for  reevaluating 
the  recommended  "blanket"  allocation  of  tax  difference  in  the  financial 
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reporting  of  postponed  income  taxes?  And  further,  is  there  a need 
for  a change  of  emphasis  from  avoiding  the  effect  of  tax  differences 
on  reported  earnings  to  an  emphasis  on  describing  the  impact  of  tax 
postponements  on  the  position  statement,  the  funds  statement,  as  well 
as  the  income  statement. 

Summary 

A comparative  analysis  was  made  of  the  income  taxes  postponed 
and  the  provision  made  for  postponed  taxes  of  four  industries.  The 
purposes  of  this  analysis  were  to  investigate  the  general  nature  of  the 
tax  postponement  characteristics  suggested  in  Chapter  III,  and  to  study 
the  effects  of  reported  tax  postponements  on  earnings  per  share  and 
capital  structure. 

The  industry  groups  were  chosen  on  the  basis  of  evidence  of 
the  frequent  occurrence  of  postponed  taxes.  Internal  consistancy 
was  verified  by  inspecting  the  relation  of  total  reported  net  postponed 
taxes  to  the  increased  in  accumulated  provisions  for  postponed  taxes. 

The  results  of  the  comparative  analysis  indicate  that  tax 
postponement  and  provision  for  tax  postponements  are  not  decreasing  in 
any  of  the  four  industries.  Also,  the  results  suggest  that  differences 
in  the  rate  of  increase  of  tax  postponements  may  be  material  between 
the  four  industries  included  in  the  study.  This  may  emphasize  a need 
to  fully  disclose  the  effect  of  tax  postponements  on  the  financial 
statements . 

Generally,  for  the  industries  studied,  the  impact  of  post- 
poned taxes  was  not  significant  over  the  period  of  the  study.  This 
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suggests  that  the  argument  for  reporting  tax  differences  in  order  to 
avoid  the  distortion  of  the  general  trend  of  reported  earnings  seems 
to  be  to  special  cases  where  occasional  spurts  of  tax  postponements 
occur.  However,  according  to  the  view  adopted  in  this  study,  the  tax 
difference  should  be  reported  because  it  is  relevant  to  the  evaluation 
of  operating  performances  of  business  enterprises.  Tax  differences 
shed  light  on  a desirable  management  activity:  the  minimization  of 
taxes . 

The  impact  of  postponed  taxes  on  capital  structure,  however, 
was  found  to  have  exhibited  a material  increase.  This  suggests  that 
neglect  of  tax  postponement  data  on  the  position  statement  may  not  onjy 
affect  financial  statement  users'  appraisals  of  financial  position, 
but  raise  doubts  as  to  how  tax  postponement  data  should  be  used  by  fi- 
nancial statement  users  in  the  formulation  of  their  expectations. 

Difficulties  of  Interpretation 

There  are  several  difficulties  associated  with  an  interpreta- 
tion of  current  tax  postponement  data.  Any  conclusions  offered  as  to 
the  adequacy  of  tax  differences  as  a measure  of  subsequent  tax  assess- 
ments are  weakened  by  three  problems  of  interpretation.  Conclusions 
rendered  not  only  tend  to  vary  with  inherent  biases  and  prejudices, 
but  in  addition,  tend  to  vary  with  the  particular  evaluation  criteria 
employed.  For  example,  two  critical  assumptions  of  this  study  were 
that  the  expectation  of  future  payment  is  a basic  characteristic  of 
any  liability  and  therefore  pertains  to  the  provision  for  postponed 
taxes;  and  that  exceptionally  long  reversal  periods  are  not  relevant 
to  the  needs  of  financial  statement  users. 
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There  is  a further  problem  of  the  absence  of  a definite  yard- 
stick for  determining  the  adequacy,  regardless  of  the  source  of  tax 
differences,  or  the  tax  postponement.  That  is,  there  does  not  ap- 
pear to  be  at  present  a model  or  concept  explaining  specific  tax  post- 
ponements which  is  both  adequate  to  provide  for  related  subsequent  tax 
assessments  and  to  prevent  the  accumulation  of  material  amounts  of  ir- 
relevant postponed  tax  provisions.  As  a result,  present  concepts  and 
practices  are  inadequate  for  measuring  the  impact  of  tax  postponements 
on  financial  statements. 

Related  to  the  issue  of  adequacy  is  the  possible  divergence 
between  the  sources  of  tax  differences.  Very  little  is  known  of  the 
effect  of  particular  tax  provisions  on  the  tax  assessments  of  partic- 
ular companies.  It  is  possible  that  provision  for  tax  postponements 
may  be  characterized  according  to  the  source  of  the  tax  difference. 

In  the  comparative  analysis,  for  example,  it  is  probable  that  retail 
department  stores  had  many  tax  differences  caused  by  the  use  of  the 
installment  method  for  tax  purposes.  Nevertheless,  since  this  data 
is  not  made  available,  the  financial  statement  user  must  omit  such 
considerations  from  the  formulation  of  his  expectations. 

There  are  several  difficulties,  then,  associated  with  an  in- 
terpretation of  tax  costs  data  where  tax  postponements  are  involved. 
Nevertheless,  these  very  difficulties  indicate  areas  in  which  improve- 
ments are  possible.  The  lack  of  a definite  yardstick  for  determining 
whether  a tax  difference  is  permanently  saved  or  only  postponed  is 
evidenced  by  the  widely  varying  patterns  of  occurrence  of  the  tax 
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difference  itself.  It  was  also  evidenced  by  the  lack  of  agreement, 
noted  in  Chapter  IV,  as  to  the  nature  of  the  provision  for  postponed 
taxes.  Similarly,  the  lack  of  information  about  the  nature  of  income 
tax,  though  often  overlooked,  is  also  a difficulty  which  portends  a 
possible  area  of  improvement.  Income  tax  cost  data  is  of  interest 
to  financial  statement  users  today  more  than  ever  before.  Revisions 
and  improvements  of  provisions  in  the  Internal  Revenue  Code  are  ur- 
gently being  sought.  Yet,  as  suggested  in  the  study,  the  procedures 
currently  used  to  account  for  income  tax  costs  do  not  convey  adequate 
information  about  the  impact  of  tax  postponements  on  which  to  base 
judgments.  This  indicates  the  need  for  innovative  procedures  designed 
to  provide  information  on  a level  commensurate  with  the  increased  in- 
terest it  holds  for  financial  statement  users. 

Recommendations  for  Improved  Financial 

Reporting  of  Income  Tax  Postponements 

The  Accounting  Principles  Board  of  the  AICPA  recommended  in 
Opi n?on  No.  1 1 that  financial  "...income  tax  expense  should  include 
the  tax  effects  of  revenue  and  expense  transactions  included  in  the 
determination  of  pre-tax  account  income. ..The  resulting  (postponed) 
tax  amounts  reflect  the  tax  effects  which  will  reverse  in  future 
periods"  (33).  The  provision  for  postponed  taxes  arises  because  of 
the  attempt  by  the  Board  to  avoid  distortions  of  earnings  caused  by 
extreme  tax  differences.  The  provision  for  postponed  taxes  was  not 
of  primary  interest  in  Opi ni on  No . 11  and  the  Board  admitted  that  ac- 
counts such  as  "deferred  charges  and  deferred  credits... do  not  repre- 
sent receivables  or  payables  in  the  usual  sense"  (34).  Nevertheless, 
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it  is  implicit  from  the  procedures  recommended  in  Opinion  No.  11  that 
the  provision  for  postponed  taxes  was  not  intended  to  be  treated  in 
any  other  way  (35) • 

The  Board's  Opi nion  No.  11  was  designed  to  obtain  a more  rele- 
vant measurement  of  earnings  after  taxes  where  extreme  tax  differences 
existed.  Unfortunately,  the  recommendations  of  Opi ni on  No.  11  give 
rise  to  a provision  for  postponed  taxes  which  is  most  difficult  to  in- 
terpret. Empirical  evidence  seems  to  suggest  that  current  provisions 
for  postponed  taxes  bear  no  relation  to  subsequent  tax  assessments. 

The  primary  interest  of  the  Board  focused  on  the  impact  of 
tax  postponements  on  earnings.  Relatively  little  attention  was  focused 
on  the  warrantableness  of  the  concept  of  a resulting  position  statement 
provision  for  postponed  taxes. 

In  Chapter  II,  it  was  suggested  that  such  an  approach  ignored 
the  desires  of  financial  statement  users  for  information  relevant  to 
the  formulation  of  future  expectations.  In  this  chapter  evidence  was 
introduced  suggesting  that  provisions  for  postponed  taxes  contained 
data  that  are  irrelevant  to  the  formation  of  future  expectations.  The 
question  arises  whether  it  might  be  possible  to  improve  the  reporting 
of  the  impact  of  financial  tax  postponements  by  using  procedures  to 
report  tax  postponements  in  terms  of  expected  future  fund  outflows. 

The  answer  to  this  question  appears  to  be,  yes. 

To  be  acceptable,  the  improvement  proposal  must  be  consistent 
with  the  nature  of  the  income  statement,  with  the  nature  of  the  posi- 
tion statement,  and  also  with  the  desires  and  requirements  of  financial 
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statement  users.  On  the  basis  of  the  evidence  produced  by  this  study, 
this  would  require  a method  of  reporting  taxes  in  which  all  tax  dif- 
ferences were  disclosed,  but  income  was  charged  only  with  the  amount 
of  expected  subsequent  related  tax  assessments.  Expected  subsequent 
related  tax  assessments  should  be  charged  against  earnings  and  re- 
ported on  the  position  statement  as  a liability  because  they  are  re- 
lated to  expected  future  fund  outflows. 

This  concept  bears  many  similarities  to  the  recommendations 
of  ARB  No.  44.  The  end-in-view,  however,  is  considerably  different. 
Interest  does  not  focus  solely  on  the  effects  of  tax  timing  differences 
or  the  earnings  statistic.  The  intent  certainly  does  not  involve  any 
effort  to  smooth  extreme  fluctuations  in  earnings  per  share  caused 
by  the  irregular  occurrence  of  tax  differences.  The  objective  is  to 
disclose  the  impact  of  tax  postponements,  both  on  earnings  and  on 
capital  structure,  in  terms  of  its  relation  to  subsequent  fund  out- 
flows. Thus,  rather  than  providing  for  postponed  taxes  on  the  basis 
of  the  tax  differences  recognized  on  the  income  statement,  the 
recommended  procedure  would  recognize  as  tax  postponement  only  those 
tax  differences  which  related  to  future  fund  outflows  and,  therefore, 
result  in  the  need  for  an  increased  provision  for  postponed  taxes. 

The  prerequisite  for  reporting  a tax  difference  as  a tax  postponement 
is  a reasonable  expectation  that  the  tax  difference  is  related  to  a 
future  fund  outflow  relevant  to  the  formulation  of  expectations  of 
financial  statement  users. 

Two  requirements  must  be  met  to  implement  the  recommendations 
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of  this  study.  One,  there  is  a need  to  develop  means  of  estimating 
tax  postponements  that  relate  to  specific  tax  differences  and  to  dis- 
tinguish between  tax  differences  that  result  in  fund  outflows  and  tax 
differences  that  do  not  result  in  fund  outflows  in  the  meaningful  fu- 
ture. To  fully  accomplish  this,  it  will  be  necessary  to  discover  more 
about  the  characteristics  of  particular  tax  differences.  This  indi- 
cates the  need  for  requirement  two.  There  is  a need  for  developing 
a means  of  presenting  income  tax  costs  so  that  the  characteristics  of 
particular  tax  differences  will  be  disclosed.  Initial  consideration 
is  given  to  the  latter  requirement. 

Presentation  of  Income  Taxes  on 
the  Financial  Statement 

Knowledge  of  future  fund  inflows  and  outflows  may  be  considered 
relevant  to  the  formulation  of  future  expectations  of  the  stockholder 
on  many  grounds.  Such  knowledge  may  be  used  to  better  anticipate  the 
wealth  and  income  of  a business  enterprise  at  a future  date.  This 
may  be  of  considerable  benefit  in  the  selection  among  alternative 
courses  of  action.  Accordingly,  wherever  such  future  expectations  as 
to  income  taxes  can  be  found,  they  should  be  disclosed  on  the  financial 
statement.  Relevance  of  such  information  to  the  financial  statement 
users'  objective  of  making  future  projections  demonstrates  clearly  the 
validity  of  its  presentation  on  the  financial  statement. 

Recommended  Presentation  of  Postponed  Taxes 
on  the  I ncome  Statement 

The  income  statement  is  used  to  account  for  the  period  change 
in  owners'  equity  (36).  It  is  a report  on  what  management's  stewardship 
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has  done  to  make  the  owners'  investment  productive  (37).  It  presents 
the  results  of  operations,  broadly  (38).  On  this  basis,  it  is  not 
presumptive  to  recommend  the  disclosure  of  the  total  tax  difference  as 
the  result  of  management's  efforts  to  minimize  tax  costs.  The  total 
tax  difference  indicates  the  effects  of  a management  activity  directed 
at  minimizing  cost.  Full  disclosure  of  the  tax  difference,  including 
the  classification  of  tax  differences  into  permanent  and  temporary  tax 
savings,  is  consistent  with  the  primary  purpose  of  accounting  reports, 
i.e.,  to  highlight  management  decisions  and  not  to  conceal  them. 

By  treating  the  income  tax  comprehensively  rather  than  as  a 
net  item,  it  would  be  possible  for  financial  statement  users  to  ana- 
lyze the  elements  involved  in  tax  differences.  Figure  3 is  an  example 
of  a presentation  of  postponed  taxes  that  would  be  sufficient  to  de- 
termine the  amount  of  tax  postponement  for  which  a provision  for  sub- 
sequent related  tax  assessment  should  be  made.  The  following  entry 
could  be  made  to  accomplish  this  objective: 

DR  Income  Tax  Expense  - Current  Assessment  $XXX 

CR  Provision  for  Postponed  Taxes  $XXX 

CR  Income  Tax  Payable  . $XXX 

The  charge  to  income  tax  expense  would  be  in  accordance  with  the  desire 
to  charge  income  with  all  costs  related  to  the  operations  of  the  cur- 
rent period.  Thus,  income  tax  expense  would  be  related  to  financial 
income.  This  arrangement  would  heip  guard  against  any  distortion  of 
earnings  through  the  manipulation  of  Federal  income  tax  payments.  The 
credit  to  income  tax  payable  would  reflect  the  tax  currently  due  and 
payable.  The  credit  to  the  provision  for  postponed  taxes  would  reflect 
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Figure  3 

A COMPREHENSIVE  PRESENTATION  OF  POSTPONED  TAXES 
ON  THE  INCOME  STATEMENT 


Revenue  from  Operation  of  the 
Enterpri se 

Expense  Associated  With  the 

Operation  of  the  Enterprise 
Operating  Income  Before  Deduct- 
ing Federal  Income  Tax  Expense 
Federal  Income  Tax  Expense 

Federal  Income  Taxes  Assessed 
Federal  Income  Taxes  not 

Assessed  Because  Management 
Took  Advantage  of  Liberal 
Tax  Law 

Liberal  Depreciation 
Investment  Tax-Credit 
Other 

Less  Tax  Difference  not  Ex- 
pected to  Result  in  En- 
suing Tax  Assessments 
(Credi  t) 

Liberal  Depreciation 
Investment  Tax-Credit 
Other 

Current  Provision  for  Post- 
poned Taxes 

Less  Income  Taxes  Postponed 
i n Pri or  Years  Which 
Matured  This  Period 
(Credi t) 

Liberal  Depreciation 
Investment  Tax-Credit 
Other 

Net  Current  Provision  for 
Postponed  Taxes 
Federal  Income  Tax  Ex- 
pense 

Operating  Income  After  Deduct- 
ing Federal  Income  Tax  Ex- 
pense 


$XXX 


$XXX 

XXX 

XXX  XXX 


$XXX 

XXX 

XXX  XXX 
XXX 


$xxx 

XXX 

XXX  XXX 


XXX 


$xxx 

(XXX) 

$xxx 


XXX 

$xxx 


201 


transactions  in  the  present  period  or  in  prior  periods  which  are 
expected  to  result  in  subsequent  tax  assessments. 

Postponed  income  tax  information  supplementary  to  the  data 
presented  on  the  income  statement  and  the  position  statement  may  be 
provided  on  the  statement  of  funds.  The  objective  is  to  present  tax 
postponed  data  as  an  individual  item. 

Postponed  taxes  should  be  shown  with  depreciation  and  other 
non-fund  items  that  are  added  back  to  show  the  total  funds  provided, 
but,  as  shown  in  Figure  4,  it  should  be  set  out  and  identified  to  re- 
flect the  provision  made  in  the  period,  for  postponed  taxes.  This  pres- 
entation would  aid  in  the  understanding  and  use  of  the  postponed  tax 
data  presented  on  the  income  statement  and  on  the  position  statement. 

Recommended  Presentation  of  Postponed 
Taxes  on  the  Position  Statement 

The  position  statement  is  a listing  of  the  resources  of  a busi- 
ness together  with  the  equities  or  interests  of  creditors  or  owners  in 
those  resources  (39).  The  distinction  between  creditors  and  owners  is 
not  always  sharp;  it  is  sometimes  difficult  to  draw  the  line  between 
certain  items  (40) . Nevertheless,  the  equity  in  an  enterprise  is  of 
two  types:  creditors'  equity  and  owners'  equity.  Thus,  the  position 
statement  presents  a birds' -eye  picture  of  the  financial  position  of 
the  enterprise,  useful  to  general  management  especially  in  regard  to 
finances  (41).  In  this  regard,  an  adequate  appreciation  of  the  cui — 
rent  financial  position  of  necessity  includes  a consideration  of  the 
fund  disbursements  associated  with  postponed  taxes.  Therefore,  on 
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Figure  4 

THE  PROPOSED  FUNDS  STATEMENT  PRESENTATION  OF  THE 
PROVISIONS  FOR  POSTPONED  TAXES 
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the  grounds  of  business  prudence  and  financial  expediency,  a provi- 
sion may  be  credited  for  related  subsequent  tax  assessments.  Such 
provisions  are  relevant  for  an  appraisal  of  the  current  financial  po- 
sition since  they  can  be  related  to  an  ensuing  disbursement  of  funds. 

To  further  elucidate  tax  postponements,  the  provision  for 
postponed  taxes  may  be  classified  into  current  and  non-current  por- 
tions. The  portion  that  is  expected  to  result  in  tax  assessments  in 
the  current  period  should  be  classified  with  current  liabilities.  The 
rest  of  the  provision  should  be  classified  with  other  non-current  lia- 
bilities as  shown  in  Figure  4.  Such  an  arrangement  would  emphasize 
the  impermanence  of  the  tax  relief  obtained  through  the  postponement 
of  taxes  resulting  from  the  use  of  liberal  provisions  of  the  tax  law. 
The  Federal  income  tax  expense  data  presented  in  the  income  statement 
would  provide  complimentary  information,  i.e..  Tax  Payable  relates  to 
Federal  Income  Taxes  Assessed;  increases  in  the  Provision  for  Postponed 
Taxes  relates  to  the  Net  Current  Provision  for  Postponed  Taxes;  Esti- 
mated Postponed  Taxes  Payable  relates  to  the  portion  of  the  next 
period's  tax  assessment  which  is  expected  to  be  due  to  prior  tax  post- 
ponements . 

Summary 

The  presentation  of  postponed  income  taxes  in  financial  reports 
can  be  improved  without  radically  changing  standard  practices.  Essen- 
tially, it  would  require  only  a more  comprehensive  disclosure  of  the 
impact  of  tax  postponements  on  the  tax  expense  item.  This  probably 
could  be  accomplished  in  most  cases  by  means  of  a single  additional 
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Figure  5 

A CLASSIFIED  POSITION  STATEMENT  PRESENTATION  OF  THE 
PROVISION  FOR  POSTPONED  TAXES 
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addendum  to  the  statements.  The  advantage  to  be  gained  by  this  method 
would  be  threefold.  First,  the  amount  of  the  tax  assessment  can  be  dis- 
tinguished from  the  rest  of  the  periodic  financial  expense,  yet  tax  es- 
pense  is  related  to  financial  income  to  guard  against  earnings  being 
affected  by  manipulation  of  tax  payments.  Tax  assessment  data  is  of 
value  in  an  analysis  in  which  only  data  with  highly  phenomenal  charac- 
teristics are  of  interest.  Second,  the  amount  of  total  tax  difference 
can  be  seen  as  a complexity  of  tax  effects  relating  to  different  pro- 
visions in  the  tax  law.  These  data  would  be  of  interest  in  analyses 
of  effects  of  specific  provisions  of  the  tax  law  on  particular  indus- 
tries. Third,  this  method  of  presentation  would  distinguish  between 
tax  differences  that,  for  this  particular  enterprise,  are  permanent 
and  those  which  are  related  to  ensuing  tax  assessments.  Provision  is 
made  in  the  liability  section  only  for  the  latter.  Only  the  tax  post- 
ponements related  to  ensuing  fund  disbursements  are  relevant  to  finan- 
cial statement  users  in  the  formulations  of  their  expectations. 

Determining  the  Amount  of 
Postponed  Taxes 

There  is  a practical  difficulty  involved  in  the  implementation 
of  the  recommended  presentation  of  postponed  taxes.  No  procedure  has 
been  devised  for  determining  the  amount  of  tax  difference  expected  to 
result  in  ensuing  tax  assessments.  The  amount  of  tax  difference  may  be 
determined  as  the  simple  difference  between  the  tax  obtained  by  apply- 
ing the  current  tax  rate  to  financial  income  before  taxes  and  that  ob- 
tained by  applying  the  current  tax  rate  to  taxable  income.  The  latter 
amount  is  the  tax  assessment. 
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Since  accountants  have  sought  to  prevent  income  tax  effects 
from  distorting  the  trend  of  financial  earnings,  but  have  been  unable 
to  devise  a method  of  measuring  the  impact  of  postponed  taxes,  the 
tax  difference  has  been  used  as  a crude  substitute.  That  is,  only 
the  occurrence  of  tax  postponements  are  currently  being  reported  in 
the  financial  statements.  Evidence  obtained  from  the  analysis  pre- 
sented in  this  chapter  suggests  that  there  may  be  a considerable  dif- 
ference between  tax  differences  and  tax  postponements.  Recent  studies, 
however,  may  provide  clues  leading  to  a more  precise  method  of  deter- 
mining the  amount  of  postponed  taxes.  For  example,  the  study  by  Voss 
suggests  that  in  some  firms  the  amount  of  postponed  taxes  is  closely 
related  to  the  size  of  the  firm  and  the  asset  replacement  policy  of 
the  firm  (42).  Brigham's  study  suggests  that  this  conclusion  may  also 
hold  true  in  regard  to  postponed  taxes  arising  from  investment  tax- 
credits  (43). 

It  would  seem,  then,  that  more  precise  methods  of  determining 
the  amount  of  postponed  taxes  are  possible.  Studies  such  as  those  by 
Livingston,  Brigham,  and  Voss  might  be  used  to  develop  the  more  precise 
methods.  Although  the  development  and  testing  of  methods  of  determin- 
ing the  postponed  taxes  of  a particular  firm  are  beyond  the  scope  of 
this  study,  some  general  description  is  given. 

There  seem  to  be  two  general  approaches  or  methods  that  may  be 
used  to  determine  for  a particular  firm  the  amount  of  postponed  taxes 
which  are  relevant  to  financial  statement  users  in  the  formulation  of 
their  expectations.  They  may  be  described  as  the  trial  and  error  cor- 
rection approach,  and  the  mathematical  model  projection  approach. 
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The  Trial  and  Error 
Correction  Approach 

The  trial  and  error  correction  approach  is  relatively  straight- 
forward. It's  strengths  are  that  it  seems  to  be  applicable  to  all  size 
firms  and  that  it  could  be  utilized  even  if  there  were  a number  of  items 
giving  rise  to  postponed  taxes.  It's  weakness  is  that  it  is  relatively 
subjective,  that  is,  it  relies  less  on  phenomena  than  on  judgment  or  in- 
tuition. 

Essentially,  the  trial  and  error  approach  involves  three  steps: 
a description  of  the  sources  giving  rise  to  the  tax  postponements;  an 
hypothesis  of  the  nature  of  the  tax  postponement;  and  corrections  of  the 
initial  hypothesis  of  the  nature  of  the  tax  postponement. 

The  first  step  has  to  do  with  delineations  or  denoting  the  items 
considered  in  determining  the  amount  of  postponed  taxes.  For  example, 

o. 

care  would  be  taken  to  distinguish  between  tax  differences  arising  from 
investment  tax-credits  and  those  arising  from  liberalized  depreciation. 
Thus,  the  first  step  would  be  to  structure  the  tax  difference  into 
separate  homogeneous  categories. 

This  step  may  involve  two  alternative  approaches.  One  alter- 
native would  be  to  use  a comparative  analysis,  similar  to  that  used  in 
this  chapter,  to  estimate  the  relation  between  tax  differences  and  the 
ensuing  tax  assessments.  This  approach  would  be  useful  in  cases  where 
relatively  little  was  known  about  the  nature  of  the  tax  difference. 
Another  alternative  approach  would  be  to  relate  the  tax  postponements 
to  other  factors  and  calculate  its  statistical  significance.  The  lat- 
ter approach  presupposes  considerable  knowledge  of  the  nature  of  the 
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tax  postponement  as  well  as  the  availability  of  a series  of  observa- 
tions that  are  statistically  uniform. 

The  second  step  includes  the  formulation  of  a prior  conclusion 
as  of  the  extent  that  the  tax  difference  is  related  to  subsequent  tax 
assessments.  Based  on  the  experience  of  the  particular  firm,  as  well 
as  on  what  is  known  about  the  characteristics  of  the  particular  type 
of  tax  difference  in  that  particular  industry,  a judgment  is  made  of 
the  amount  of  tax  postponement.  For  example,  in  a situation  where  the 
tax  differences  of  a large  firm  has  been  caused  by  the  use  of  liberalized 
depreciation  methods  for  tax  purposes,  and  the  firm  has  a policy  of  fre- 
quent replacement  of  assets,  and  the  total  assets  of  the  firm  have  tended 
to  increase  at  an  increasing  rate,  a presumption  can  be  made  that  the 
tax  difference  is  not  related  to  ensuing  tax  assessments.  Thus,  no 
tax  postponement  would  be  reported  and  the  total  tax  difference  would  be 
viewed  as  a permanent  tax  difference  and  accordingly  would  be  included 
in  the  financial  net  income  for  the  period. 

The  third  step  is  necessary  to  allow  for  the  errors  of  judgment 
and  the  changes  in  the  tax  law,  viz.,  the  tax  rate,  that  may  occur  sub- 
sequent to  judgments  about  the  tax  differences.  Such  corrections  are  not 
expected  to  be  frequent,  and  like  other  corrections  of  prior  years' 
earnings,  may  be  handled  within  the  framework  of  the  conventional  all- 
inclusive  income  statement.  For  example,  in  a situation  where  a grow- 
ing firm,  with  an  erratic  investment  policy  has  made  a nominal  provi- 
sion for  postponed  taxes,  an  increase  in  the  tax  rate  may  require  an 
upward  correction  of  prior  years'  provisions  for  postponed  taxes,  be- 
cause related  ensuing  tax  assessments  may  be  greater  than  had  been  an- 
ti ci pated. 


209 


The  trial  and  error  correction  approach  to  determining  tax 
postponements  places  considerable  reliance  on  the  judgment  of  manage- 
ment on  the  likelihood  that  a tax  difference  is  related  to  a subse- 
quent tax  assessment.  For  this  reason,  the  method  may  be  criticized 
as  relying  too  much  on  intuition  and  reason  and  too  little  on  phenom- 
enal evidence.  It  should  be  noted,  however,  that  the  method  does  al- 
low for  subsequent  correction  and  that  such  corrections  are  based  on 
the  occurrence  of  a phenomenon. 

The  Mathematical  Model 
Projection  Approach 

The  SEC  and  many  individual  accountants  have  shown  a reluctance 
to  accept  any  approach  to  the  determination  of  postponed  taxes  which 
is  based  on  non-phenomenal  data.  In  part  this  may  be  a reaction  to 
criticisms  that  the  whole  concept  of  income  tax  allocation  is  subjec- 
tive, or  unreal.  For  this  reason  it  may  be  important  to  note  the 
likelihood  that  tax  postponements  can  be  determined  quantitatively  on 
the  basis  of  empirical  data.  It  may  be  that  determinations  of  tax  post- 
ponements obtained  statistically  may  initially  prove  to  be  more  ac- 
ceptable. That  is,  mathematical  models  may  be  a more  practical  means 
of  determining  tax  postponements  in  cases  where  relatively  little  con- 
fidence exists  in  the  trial  and  error  correction  approach. 

The  mathematical  model  projection  approach  includes  a classi- 
fication of  the  tax  difference  into  homogeneous  parts,  an  identifica- 
tion of  factors  affecting  the  tax  postponement,  and  an  association  of 
these  factors  into  a mathematical  equation  explaining  the  nature  of  the 


tax  difference. 
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Since  the  equation  involves  the  factors  pertinent  to  a par- 
ticular situation,  it  may  be  expected  to  vary  considerably  among  firms. 
Nevertheless,  a description  of  the  general  form  which  such  a model  might 
take  has  been  suggested  in  a study  by  Brigham  and  Gordon  (44)  and  is 
shown  in  Appendix  3* 

While  the  mathematical  model  projection  approach  has  the  ad- 
vantage of  appearing  more  objective  in  its  treatment  of  data,  there 
are  also  certain  disadvantages  in  this  approach.  Projection  by  means 
of  an  equation  which  expresses  the  relation  between  tax  differences  and 
changes  in  the  provision  for  postponed  taxes  requires  a series  of  ob- 
servations that  are  statistically  standardized.  This  need  for  internal 
consistency  is  essential.  Postponed  taxes  are  determined  by  the  use  in 
each  equation  of  values  for  the  pertinent  variable  or  variables.  The 
main  disadvantage  of  this  approach  is  that  equations  tend  to  be  in- 
flexible and  insensitive  to  variation  not  considered  in  the  formula. 

This  is  a serious  weakness  since  changes  in  the  structure  of  the  Fed- 
eral income  are  frequently  made.  Thus,  whenever  this  approach  is  used, 
it  is  important  that  the  results  be  ultimately  compared  with  the  ac- 
tual tax  postponements  and  that  the  standard  errors  of  estimate  be- 
tween the  actual  and  the  computed  data  be  calculated.  These  would  be 
useful  in  establishing  the  over-all  credibility  range  of  the  fore- 
cast. 

Summary 

Recent  studies  suggest  that  there  are  more  precise  methods  of 
determining  the  amount  of  postponed  taxes  than  taking  the  tax  effect  of 
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the  difference  between  taxable  and  financial  income,  the  method 
recommended  in  ARB  Opinion  No.  11.  The  repayment  of  tax  postponements 
has  been  related  statistically  by  Voss  to  the  asset  replacement  policy 
and  size  of  a firm.  However,  Brigham  and  Gordon  have  suggested  that 
the  statistical  significance  of  reporting  tax  postponements  can  be 
tested  using  Gordon's  dividend  capitalization  models.  The  mathematical 
projection  approach  may  be  useful  if  it  can  be  used  to  predict  the  proba 
ble  importance  of  reporting  the  amount  of  income  tax  to  the  financial 
statement  user.  The  trial  and  error  correction  approach  is  also  a use- 
ful approach.  As  more  is  learned  about  the  nature  of  tax  differences, 
it  will  be  possible  to  determine  tax  postponements,  as  Voss  has  sug- 
gested, principally  on  the  basis  of  the  item  giving  rise  to  the  tax 
difference.  Although  the  development  and  testing  of  a method  for  de- 
termining the  postponed  taxes  of  a particular  firm  are  beyond  the  scope 
of  this  study,  the  rudiments  of  such  methods,  indicated  in  this  sec- 
tion, indicate  the  promise  that  they  could  be  developed. 

Summary  of  the  Chapter 

The  methods  used  to  report  postponed  income  taxes  on  the  fi- 
nancial statements  were  studied  in  this  chapter  by  means  of,  a compara- 
tive analysis  of  the  tax  postponements  reported  by  four  industries. 

The  four  industries  had  little  in  common  except  that  they  all  had  con- 
sistently reported  postponed  income  taxes  on  their  financial  statements 
over  the  ten-year  period  1957-1966. 

The  purposes  of  the  comparative  analysis  were  to  investigate  the 
general  characteristics  suggested  in  Chapter  III,  and  to  study  the  ef- 
fects of  reported  tax  postponements  on  earnings  per  share  and  capital 
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structure.  It  was  noted  in  earlier  chapters  that  a major  reason  for 
reporting  postponed  income  taxes  on  the  financial  statements  was  to 
aid  statement  users  in  appraisals  of  the  financial  position  of  an  en- 
terprise and  in  evaluations  of  the  operating  performance  of  an  enter- 
prise. The  comparative  analysis  was  made  in  Chapter  V to  study  the 
success  of  reporting  methods  used  during  the  1957-1966  period  in  sup- 
plying this  information. 

According  to  the  results  of  the  analysis  in  Chapter  IV,  the 
current  methods  of  reporting  postponed  taxes  may  be  useful  only  in  terms 
of  the  purpose  of  the  income  statement.  The  concepts  employed  in  ARS 
No.  9 and  APB  Opi n? on  No . 11  were  not  clear  in  terms  of  the  position 
sheet  effect  of  reported  tax  postponements.  In  this  regard,  the  view 
was  taken  that  an  effort  should  be  made  to  coordinate  the  postponed 
tax  data  presented  on  the  income  statement,  the  funds  statement  and  the 
position  statement  of  a particular  enterprise. 

According  to  the  analysis  used  in  this  study,  tax  difference 
information  is  consistent  with  the  purpose  of  the  income  statement  and 
important  to  income  statement  readers  because  tax  differences  serve  to 
highlight  an  important  management  activity:  the  minimization  of  income 
taxes.  In  this  regard,  the  view  was  taken  that  a detailed  description 
of  postponed  taxes  would  provide  information  that  would  be  particularly 
relevant  to  statement  users  in  the  evaluation  of  operating  performance. 

The  detailed  income  statement  presentation  would  distinguish  be- 
tween those  tax  differences  which  are  related  to  ensuing  related  tax 
assessments  and  tax  differences  that  involve  a very  long  period  of  tax 
postponements.  In  addition,  the  detailed  version  would  classify  tax 
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differences  on  the  income  statement  according  to  the  tax-law  provision 
related  to  the  tax  postponement.  These  data  are  useful  since  the  sev- 
eral sources  of  tax  differences  have  different  implications  for  finan- 
cial statement  users  in  evaluations  of  the  operating  performance  of 
the  enterprise. 

On  the  position  statement  and  the  funds  statement,  a method  of 
reporting  tax  postponements  was  recommended  that  differs  materially 
from  the  method  currently  used.  The  method  currently  used  results  in 
a credit  of  the  total  tax  difference  to  the  provision  for  postponed 
taxes  on  the  position  statement.  As  was  shown  in  Figure  2,  this  method 
recognizes  tax  postponements  related  to  current  assets  as  a current 
liability.  All  other  tax  differences  are  classified  as  long-term 
debt . 

The  latter  figure,  however,  is  not  useful  to  financial  state- 
ment users  to  the  extent  that  it  does  not  involve  ensuing  disbursements 
of  enterprise  funds.  The  detailed  presentation,  proposed  in  this  study, 
would  present  postponed  taxes  on  the  position  statement  so  that  their 
relation  to  future  fund  disbursements  was  exposed.  Postponed  taxes 
expected  to  result  in  tax  assessments  in  the  current  operating  period 
and  those  expected  to  result  in  tax  assessments  in  ensuing  periods  would 
be  classified  as  current  and  non-current  liabilities,  respectively.  All 
other  tax  differences  would  be  presented  on  the  position  statement  as  a 
part  of  retained  earnings.  Under  the  proposed  detailed  method,  the 
provisions  for  postponed  taxes  would  be  useful  to  statement  users  in  ap- 
praisals of  financial  position  since  they  involve  the  disbursements  of 
enterprise  funds  in  ensuing  periods. 
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Material  changes,  in  the  current  method  used  to  report  post- 
poned taxes  on  the  financial  statements,  are  suggested  by  the  analysis 
in  Chapter  III  and  Chapter  IV  and  by  the  comparative  analysis  in  Chap- 
ter V.  Essentially  the  analysis  produced  the  following  considerations 
in  regard  to  reporting  tax  postponements  for  financial  purposes. 

First,  tax  postponements  may  be  caused  by  many  different  pro- 
visions in  the  tax  law.  Reporting  tax  postponements  as  a singular 
quantity  is  not  justified  by  what  is  known  about  the  economic  nature 
of  an  income  tax.  Nor  can  it  be  justified  as  a more  informative 
method,  since  a major  finding  of  this  critical  examination  was  that  in 
recent  years  tax  postponement  data  has  been  obscure  and  difficult  to 
interpret.  The  view  was  taken  that  postponed  taxes  should  be  presented 
in  manner  more  consistent  with  the  needs  and  objectives  of  statement 
users . 

In  this  regard,  the  results  of  the  analyses  suggest  that  the 
various  causes  of  tax  postponements  should  be  identified.  Different 
sources  of  tax  postponements  have  different  implications  for  financial 
statement  users.  These  different  implications  are  more  readily  ascer- 
tained if  tax  differences  are  categorized  on  the  income  statement  ac- 
cording to  the  initiating  tax  provision.  In  the  comparative  analyses, 
for  example,  a similarity  was  found  among  postponed  taxes  arising  from 
investment  tax-credits.  No  similarity  was  found  among  the  postponed 
taxes  arising  from  all  sources  except  investment  tax-credits.  Accord- 
ingly, the  view  was  taken  that  the  heterogeni ety  of  the  latter  items 
might  be  a cause  of  the  lack  of  similarity  found  in  the  characteristics 
of  reported  tax  postponements  of  the  four  industries  studied. 
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Tax  postponements  have  typically  been  viewed  as  information 
to  be  used  in  connection  with  the  formulation  of  expectations  of  fu- 
ture earnings  trends.  In  particular,  the  SEC  has  been  concerned  that 
the  earnings  per  share  statistic  might  be  adversely  affected  if  post- 
poned taxes  were  not  reported.  In  Chapter  II,  the  difficulties  in- 
volved in  using  the  final  income  figure  in  the  formulation  of  expec- 
tations were  reviewed.  Reliance  on  such  statistics  by  themselves  was 
viewed  as  unwise.  Nevertheless,  tax  postponement  data  was  viewed  as 
important  when  it  was  used  in  connection  with  evaluations  of  the 
operating  performance  of  the  enterprise.  In  the  comparative  analysis, 
postponed  taxes  were  found  to  have  a relatively  immaterial  effect  on 
earnings  per  share.  Accordingly,  the  view  was  taken  that  the  major 
reason  for  reporting  postponed  income  taxes  on  the  income  statement 
was  to  highlight  the  efficiency  and  action  of  management  in  regard  to 
the  minimization  of  income  taxes. 

Postponed  tax  data  on  the  position  statement,  according  to  the 
analysis  of  Chapter  IV,  has  been  neglected  in  the  currently  recommended 
method  of  reporting  taxes.  The  nature  of  the  postponed  tax  account  on 
the  position  statement  has  not  been  well  defined.  As  a consequence 
postponed  taxes  on  the  position  statement  are  difficult  to  interpret. 

In  the  comparative  analysis,  postponed  taxes  were  found  to  be  increas- 
ing in  amount,  and  also  in  relation  to  total  equity.  The  view  was 
taken  that  additional  care  was  needed  in  regard  to  determining  the 
amount  of  postponed  taxes  related  to  ensuing  tax  assessments.  Only  tax 
postponements  related  to  ensuing  disbursements  of  enterprise  funds  should 
be  reported  on  the  position  statement  as  a liability  of  the  enterprise. 
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For  these  reasons,  changes  were  proposed  in  the  method  used 
to  report  postponed  taxes  on  the  financial  statements.  The  changes 
would  involve  reporting  income  taxes  so  that  tax  assessments,  tax 
differences  related  to  ensuing  tax  assessments,  and  tax  differences 
not  related  to  ensuing  tax  assessments  would  be  shown,  in  detail,  as 
separate  items  on  the  income  statement. 

The  tax  difference  related  to  ensuing  tax  assessments  would  be 
presented  on  the  funds  statement  as  a non-fund  item  related  to  increases 
i n worki ng  capi tal . 

On  the  position  statement,  only  tax  differences  related  to  en- 
suing tax  assessments  would  be  shown  as  liabilities.  Tax  postpone- 
ments equal  to  the  amount  of  related  tax  assessments  expected  to  occur 
in  the  period  would  be  presented  as  a current  liability.  Tax  post- 
ponements equal  to  the  amount  of  related  tax  assessments  expected  to 
occur  in  ensuing  periods  would  be  presented  as  a non-current  liability. 
All  other  tax  differences  would  be  reported  on  the  position  statement 
as  a part  of  retained  earnings.  The  changes  were  viewed  as  warranted 
because  they  are  consistent  with  the  purposes  of  the  financial  state- 
ments and  the  needs  of  financial  statement  users. 
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CHAPTER  VI 


SUMMARY  AND  CONCLUSION 

Although  income  taxes  constitute  a major  revenue  outflow, 
accountants  have  not  agreed  on  the  best  method  of  reporting  them  on 
the  financial  statements.  The  most  difficult  aspect  of  the  problem 
involves  the  question  of  how  to  report  postponed  income  taxes  for  fi- 
nancial purposes. 

Postponed  income  taxes  arise  when  tax  accounting  treatments, 
different  from  the  accounting  treatments  that  are  appropriate  for  fi- 
nancial purposes,  are  used  to  delay  a tax  assessment.  When  that  hap- 
pens, the  taxable  income  reported  on  a Federal  tax  report  may  diverge 
significantly  from  the  financial  income  reported  on  the  income  state- 
ment of  the  same  year.  In  such  cases,  a problem  arises  as  to  the  amount 
of  tax  that  should  be  reported  for  financial  purposes. 

If  tax  assessments  are  not  an  appropriate  measure  of  tax  ex- 
pense of  the  period,  how  should  tax  assessments  be  adjusted  to  recog- 
nize the  additional  tax  information  associated  with  the  operating  per- 
formance of  the  enterprise?  The  purpose  of  this  study  was  to  select 
the  best  method  of  reporting  tax  information  additional  to  the  tax  as- 
sessment based  on  a realistic  approach  of  the  impact  of  such  informa- 
tion on  the  needs  and  objectives  of  financial  statement  users. 

Corporation  financial  statements  disclose  the  stewardship  of 
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management.  The  increasing  separation  of  corporation  management  from 
corporation  ownership  has  made  financial  statements  essential  for  ap- 
praisals of  management's  actions  by  stockholders,  creditors,  govern- 
ment agencies,  and  employees.  Thus,  financial  statements  are  used  to 
communicate  financial  information  to  a wide  spectrum  of  financial  state- 
ment users.  The  complexity  of  financial  statement  users'  interests  in- 
dicate the  diverse  character  of  the  information  demanded  for  their  ana- 
lytical purposes.  From  a practical  point  of  view,  financial  statements 
are  required  to  meet  the  demands  of  the  largest  number  of  users.  For 
this  reason,  the  selection  of  information  reported  on  the  financial 
statements  must  be  on  the  basis  of  its  relevance  and  its  informational 
value. 

From  this  point  of  view,  postponed  income  taxes,  should  be 
presented  on  the  income  statement  because  information  highlights  an 
effect  of  management  action.  Likewise,  postponed  income  taxes  should 
be  presented  on  the  position  statement  because  it  enables  the  finan- 
cial statement  user  to  anticipate  more  closely  the  position  of  the  en- 
terprise and  the  users'  financial  interest  at  a future  date.  Thus,  an 
evaluation  of  the  method  to  be  used  to  report  postponed  income  taxes 
must  include  a consideration  of  the  relation  of  the  data  to  the  needs 
of  financial  statement  users. 

The  i ni t i al  analys i s suggested  the  value  of  a selection  survey 
of  the  characteristics  of  postponed  income  taxes  reported  on  the  finan- 
cial statements.  Accordingly,  a study  was  made  of  actual  corporation 
annual  reports.  On  the  basis  of  the  analysis  of  annual  reports,  it  was 
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concluded  that  tax  differences  are  caused  by  many  different  items  in 
the  tax  law.  In  addition,  it  was  concluded  that  the  characteristics  of 
these  items  have  different  implications  for  financial  statement  users. 

There  are  several  alternative  ways  of  reporting  postponed  taxes 
on  the  financial  statements.  However,  in  terms  of  the  communication 
function  of  accounting,  tax  postponements  should  be  reported  on  the  in- 
come statement  in  the  manner  most  useful  for  evaluations  of  operating 
performance.  Similarly,  on  the  statement  of  financial  position,  tax 
postponement  data  should  be  presented  in  the  manner  most  useful  for  ap- 
praisals of  financial  position. 

The  study  of  corporation  annual  reports  indicates  that  reported 
postponed  tax  data  are  not  clearly  presented.  Postponed  taxes  on  the 
financial  statements  are  difficult  to  interpret.  Amounts,  described  as 
"saved"  in  the  annual  report  to  stockholders,  are  shown  as  long-term 
debt  on  the  position  statement.  Amounts  of  postponed  income  taxes  shown 
as  a major  source  of  funds  on  the  funds  statement  are  not  clearly  related 
to  any  item  on  the  income  statement  or  position  statement.  As  a result, 
the  impact  of  tax  postponements  is  obscured  by  the  methods  used  to  re- 
port postponed  taxes  on  the  financial  statements. 

A survey  was  made  of  accounting  literature  to  study  the  historical 
development  of  the  concepts  underlying  income  tax  allocation.  This  was 
used  as  background  for  an  analysis  of  the  most  recent  recommendations  of 
the  Accounting  Principles  Board  of  the  AICPA  in  regard  to  income  tax 
postponements.  A research  study  by  Black,  released  by  the  Accounting 
Principles  Board  in  1966,  isolated  four  methods  of  reporting  postponed 
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taxes  for  financial  purpose  and  stated  two  preferable  methods.  The 
two  preferable  methods  were  the  accrual  method  and  the  deferral  method. 

These  methods  are  very  similar  in  regard  to  reporting  postponed 
taxes  on  the  income  statement.  Both  methods  show  postponed  taxes  on 
the  income  statement  as  an  increase  to  the  tax  assessment  in  computing 
total  tax  expense.  On  the  statement  of  financial  position,  the  accrual 
method  shows  the  tax  postponements  as  a current  liability;  the  deferral 
method  shows  the  tax  postponements  as  a deferred  credit;  a non-current 
liability. 

According  to  Opinion  No.  11  of  the  Accounting  Principles  Board, 
released  in  1967,  the  most  acceptable  method  of  reporting  postponed  taxes 
is  an  amalgamation  of  the  accrual  and  deferral  methods.  The  result  is 
that  the  total  tax  difference  is  reported  as  the  tax  postponement  oc- 
curring in  the  period  and  is  shown  on  the  income  statement  as  an  increase 
to  tax  expense.  On  the  statement  of  financial  position  the  tax  difference 
is  classified  as  a current  or  non-current  liability  depending  upon  whether 
there  is  a related  item  classified  as  a current  asset.  For  example,  tax 
postponements,  arising  from  the  use  of  the  installment  sales  method  for 
tax  reporting  purposes,  are  classified  as  a current  liability  equal  to 
the  related  receivables  that  are  classified  as  a current  asset. 

This  amalgamated  method  is  now  used  by  most  large  corporations, 
since  the  SEC  requires  all  listed  corporations  to  report  postponed  taxes 
using  the  method  recommended  by  the  Accounting  Principles  Board. 

A major  assumption  of  the  Accounting  Principles  Board  in  Opi nion 
No.  11  was  that  the  reporting  of  income  tax  postponements  on  the  financial 
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statements  has  become  an  accepted  accounting  treatment  in  the  United 
States.  A similar  view  was  taken  in  the  present  study.  However,  in- 
come tax  allocation  is  viewed  in  the  present  study  as  warranted  be- 
cause tax  postponement  data  are  relevant  to  the  operating  results  of 
business  enterprise.  Information  concerning  the  postponement  of  taxes 
should  be  included  on  the  financial  statements  because  it  serves  to 
highlight  management  efficiency  in  minimizing  income  tax  expense. 

To  obtain  a more  general  picture  of  the  impact  of  income  tax 
postponements  on  financial  reports,  empirical  evidence  was  sought  on 
an  industry-wide  basis.  A comparative  analysis  was  made  of  the  impact 
of  postponed  income  taxes  on  the  financial  data  of  four  industries  over 
the  ten-year  period  1957-1966.  The  principal  objectives  of  this  analy- 
sis were  to  investigate  the  general  characteristics  of  tax  postponements 
on  reported  earnings  and  on  capital  structure. 

The  problem  of  reporting  tax  postponements  on  the  financial 
statements  was  viewed  as  a part  of  the  larger  problem  of  reporting  fi- 
nancial information.  Tax  postponements  typically  have  been  viewed  as 
information  to  be  used  in  connection  with  the  formulation  of  expecta- 
tions of  future  earning  trends.  In  particular,  the  SEC  has  been  con- 
cerned that  the  earnings  per  share  statistic  might  be  adversely  affected 
if  the  postponed  taxes  were  not  reported. 

The  difficulties  involved  in  using  the  final  income  figure  in 
the  formulation  of  financial  statement  users  expectations  were  considered 
in  Chapter  II.  It  was  concluded  that  the  income  statement  cannot  be 
substituted  for  judgment.  The  income  statement  is  only  a means  to  an 
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objective  and  not  the  objective  itself.  Reliance  on  a statistic  such 
as  the  final  income  figure  or  earnings  per  share  was  viewed  as  unwise. 

In  the  present  study,  tax  postponements  data  are  viewed  as  im- 
portant since  it  is  used  in  connection  with  evaluations  of  the  operat- 
ing performance  of  the  enterprise.  Tax  postponements  on  the  income 
statement  are  important  as  an  indication  of  management  action,  and  not 
because  of  their  impact  on  reporting  earnings.  Postponed  taxes  were 
found  in  the  comparative  analysis  to  have  a relatively  immaterial  ef- 
fect on  the  earnings  per  share  of  the  four  industries  studied  over  a 
ten-year  period.  This  suggests  that  the  major  reason  for  reporting 
postponed  income  taxes  on  the  income  statement  should  be  to  highlight 
the  efficiency  and  action  of  management  in  regard  to  the  minimization 
of  income  taxes. 

Management  action  to  minimize  income  taxes  is  not  evident, 
however,  unless  the  tax  difference  is  presented  in  detail.  The  effect 
of  reversals  of  prior  years'  tax  postponements  should  be  disclosed.  The 
various  course  of  the  tax  difference  should  be  identified.  Different 
sources  of  tax  differences  have  different  implications  for  financial 
statement  users.  The  implication  for  expected  income  streams  of  the  en- 
terprise differs  according  to  the  tax  provision  that  gave  rise  to  the 
tax  difference. 

For  example,  investment  tax-credits,  typically,  will  not  reverse 
to  cause  an  increase  in  subsequent  related  tax  assessments.  Thus,  tax 
differences  arising  from  investment  tax  credits  typically  do  not  result 
in  postponed  taxes.  On  the  other  hand,  tax  differences  arising  from 
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the  use  of  accelerated  depreciation  for  tax  reporting  purposes  may 
lead  to  a reversal  effect  on  net  income  in  future  years  when  less  de- 
preciation can  be  taken  for  tax  purposes  than  for  financial  purposes. 

The  proposed  income  statement  presentation  would  distinguish 
between  the  items  giving  rise  to  tax  differences  according  to  the  pro- 
vision of  the  tax  law  that  gives  rise  to  the  difference. 

For  example,  the  total  tax  difference  can  be  separated  into 
several  categories  of  items  giving  rise  to  tax  difference.  Some  of 
the  tax  treatment  items  which  currently  cause  tax  difference  are: 
earnings  of  foreign  subsidiaries,  emergency  facilities,  installment 
sales,  investment  tax-credits,  liberal  depreciation  methods,  and  mine 
development  costs. 

In  addition,  the  proposed  income  statement  method  categorizes 
the  items  giving  rise  to  income  tax  differences  into  groups  according 
to  thei r reversal  date. 

For  example,  tax  treatment  items  that  give  rise  to  tax  dif- 
ferences may  be  separated  into  three  categories.  First,  items  which 
give  rise  to  tax  differences  but  that  do  not  result  in  ensuing  dis- 
bursements of  enterprise  funds  are  presented  as  a separate  category. 

In  addition,  items  that  give  rise  to  tax  differences  that  do  result  in 
ensuing  tax  assessments  are  shown  as  a separate  category.  Reversals 
from  prior  periods  are  also  shown  in  a separate  category  in  order  that 
the  total  tax  differences  related  to  the  current  period  are  disclosed. 

At  present,  the  postponed  income  tax  data  reported  on  the  state- 
ment of  financial  position  has  not  supplied  financial  statement  users 
with  information  relevant  to  appraisals  of  financial  position.  Under 
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the  currently  recommended  method,  postponed  taxes  on  the  position  state- 
ment are  not  related  to  ensuing  disbursements  of  enterprise  funds  and, 
as  a consequence,  are  difficult  to  interpret. 

Postponed  income  taxes  on  the  position  statement  over  a ten- 
year  period,  for  the  four  industries  studied  in  the  comparative  analy- 
sis, were  found  to  be  larger  at  the  end  of  the  ten  years  at  the  begin- 
ning both  in  amount  and  as  a percentage  of  total  equity.  This  sug- 
gests that  additional  care  is  needed  in  regard  to  relating  tax  dif- 
ferences to  ensuing  tax  assessments.  Only  tax  differences  which  can 
be  reasonably  expected  to  result  in  ensuing  disbursements  of  enterprise 
funds  should  be  reported  on  the  position  statement  as  a liability  of 
the  enterprise,  and  this  amount  should  be  classified  according  to  its 
nature  as  a current  or  non-current  liability. 

For  these  reasons,  changes  were  proposed  in  the  method  used  to 
report  postponed  income  taxes  on  the  financial  statements.  The  cur- 
rently recommended  method  of  reporting  postponed  income  taxes  in  the 
income  statement  described  in  Op?  ni on  No.  11  of  the  Accounting  Prin- 
ciples Board  does  not  disclose  the  source  of  the  tax  difference.  As  a 
result,  the  financial  statement  users  cannot  determine  the  financial 
implications  of  the  tax  difference.  In  addition,  the  method  does  not 
disclose  the  relation  of  the  tax  differences  to  ensuing  disbursements 
of  enterprise  funds.  As  a result,  tax  postponements  reported  on  the 
position  statement  are  difficult  to  interpret. 

The  proposed  changes  would  involve  reporting  income  tax  expense 
so  that  tax  assessments,  tax  differences  related  to  ensuing  tax  assess- 
ments and  tax  differences  not  related  to  ensuing  tax  assessments  would 
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be  shown,  in  detail,  as  separate  items  on  the  income  statement.  Thus, 
the  tax  postponement  is  disclosed  in  terms  of  both  its  short-run  long- 
run  effects.  In  addition,  the  effect  of  prior  tax  postponements  are  re- 
ported separately  to  further  clarify  their  impact. 

The  tax  difference  related  to  ensuing  tax  assessments  would  be 
presented  on  the  funds  statement  as  a non-fund  item  related  to  increases 
i n worki ng  capi tal . 

The  proposed  changes  on  the  statement  of  financial  position  would 
involve  reporting  as  liabilities  only  the  tax  differences  related  to  en- 
suing tax  assessments.  Current  postponed  tax  liability  would  be  the 
amount  of  related  tax  assessments  expected  to  occur  within  the  operating 
period.  Non-current  postponed  tax  liability  would  be  the  amount  of  re- 
lated tax  assessments  expected  to  occur  in  ensuing  periods.  Tax  dif- 
ferences not  reasonably  expected  to  require  a disbursement  of  enterprise 
funds  would  not  be  reported  separately • but  included  within  the  balance 
of  the  retained  earnings  of  the  enterprise. 

Concl us i on 

There  are  many  ways  of  reporting  the  impact  of  postponed  income 
taxes  on  the  financial  statements.  To  narrow  the  range  of  variation  and 
also  to  settle  the  controversy,  the  AlCPA's  Accounting  Principles  Board 
has  recommended  that  firms  report  all  "temporary"  tax  differences,  re- 
gardless of  their  expected  date  of  reversal,  as  additional  expense  on 
the  income  statement  and  as  long-term  debt  on  the  statement  of  financial 
pos  i t i on . 

Since  tax  differences  are  the  result  of  desirable  management 
action,  it  is  propitious  to  disclose  the  amount  of  the  total  tax  dif- 
ference, Disclosure  of  the  total  tax  difference  on  the  income  statement. 
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may  be  viewed  as  warranted  in  terms  of  the  communication  function  of 
accounting.  All  financial  information  should  be  included  on  the  income 
statement  that  serves  to  highlight  the  operating  efficiency  of  manage- 
ment. For  this  reason,  it  would  appear  that  all  tax  differences  should 
be  presented  on  the  income  statement  but  not  as  recommended  by  the 
Accounting  Principles  Board  i n Opinion  No.  11.  in  December,  1967. 

Based  on  the  present  study,  it  was  concluded  that  the  tax  dif- 
ferences should  be  disclosed  in  detail  on  the  income  statement;  only 
those  tax  differences  that  result  in  ensuing  tax  assessments  should  be 
classified  as  liabilities  on  the  statement  of  financial  position. 

Postponed  tax  information  on  the  position  statement  may  be 
viewed  as  relevant  to  the  needs  of  financial  statement  users  to  the 
extent  that  it  concerns  ensuing  tax  assessments.  Thus,  the  total  tax 
difference  should  be  divided  into  categories  according  to  the  expected 
date  of  reversal  so  that  only  the  amount  of  tax  difference  related  to 
ensuing  tax  assessments  is  reported  on  the  income  statement  or  expense 
and  on  the  position  statement  as  a liability. 

This  means  that  firms  will  present  the  total  tax  difference  on 
the  income  statement,  to  highlight  management  action,  but  will  report 
as  expense  and  related  debt  only  the  portion  of  the  tax  difference 
relevant  to  the  financial  statement  user  in  the  formulation  of  future 
expectations.  The  rest  of  the  tax  difference  will  remain  in  the  earn- 
ings reported  for  the  period. 

To  achieve  this  objective,  it  is  recommended  that  firms  reporting 
material  tax  differences,  report  the  tax  difference  in  a "comprehensive" 
manner.  This  would  include  the  disclosure  of  the  effect  on  this  period 
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of  postponed  taxes  of  earlier  periods,  the  effect  of  the  current  pro- 
vision for  postponed  taxes,  and  the  effect  of  the  current  tax  assess- 
ment. In  addition,  changes  in  the  provision  for  postponed  taxes  would 
be  classified  according  to  the  tax  law  provision  on  which  the  tax  dif- 
ference is  based. 

On  the  position  statement,  tax  postponements  would  be  shown  as 
debt  only  to  the  extent  that  it  relates  to  ensuing  fund  disbursements. 

Fund  disbursements  expected  to  occur  within  the  next  operating  period 
would  be  classified  as  a current  liability.  Postponed  taxes  expected 
to  result  in  ensuing  tax  assessments,  but  not  in  the  next  operating 
period,  would  be  classified  as  long-term  liability. 

The  conprehensi ve  presentation  of  tax  differences  will  alleviate 
the  practical  difficulty  that  is  the  source  of  much  of  the  present  con- 
troversy. At  present,  the  emphasis  is  on  reporting  all  tax  differences 
as  future  disbursements  and  making  provision  for  all  possible  related 
tax  assessments  regardless  of  the  date  of  reversal.  With  the  more  de- 
tailed disclosure  of  the  impact  of  postponed  taxes,  it  would  be  possible 
to  shift  the  emphasis  to  reporting  all  tax  differences,  but  making  pro- 
vision only  for  ensuing  tax  assessments.  Since  it  best  meets  the  needs 
of  the  users  of  financial  statements,  and  is  most  consistent  with  the 
purpose  of  the  financial  statements,  the  detailed  disclosure  of  all  tax 
differences,  with  provision  for  ensuing  related  tax  assessments,  is  viewed 
as  the  most  acceptable  method  of  reporting  income  tax  postponements. 


APPENDIX  1 


COBOL  PROGRAM  USED  TO  OBTAIN  DATA  REGARDING 
THE  IMPACT  OF  POSTPONED  TAXES 
ON  FINANCIAL  REPORTS 


Source  of  data:  Standard  and  Poor's  Compustat, 

Disseminated  and  condensed  by 
Program  No.  2,  University  of 
Florida,  College  of  Business 
Administration,  Gainesville, 
Flori  da 
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02 

HEADER-2 

PICTURE 

X ( 66  ) 

PAGE-FILE  LABEL 

RECORD  IS  OMITTED  DATA  RECO 

PAGE-RECORD 

02 

filler 

PICTURE 

B ( 66  > 

02 

FILLER 

PICTURE 

B ( 48  ) 

02 

PAGE-HEADER 

PICTURE 

X ( 5 > 

02 

PAGE-NUMBER 

PICTURE 

999 

02 

FILLER 

PICTURE 

B(  10  1 

DA 

TA-FILE  LABEL 

RECORD  IS  OMITTED  DATA  RECO 

DATA-RECORD 

02 

POSITION-1 

PICTURE 

XX 

02 

P05ITI0N-2 

PICTURE 

99 

02 

FILLER 

PICTURE 

B ( 3 ) 

02 

POSITION-3 

PICTURE 

, _ 

-9.999 

02 

LOCATION-1 

PICTURE 

X 

02 

filler 

PICTURE 

8(3) 

02 

POSITION-4 

PICTURE 



-9.999 

02 

LOCATION-2 

PICTURE 

X 

02 

FILLER 

PICTURE 

B ( 3 ) 

02 

POSITION-5 

PICTURE 

, - 

-9.999 

02 

LOCATION-3 

PICTURE 

X 

02 

FILLER 

PICTURE 

B ( 3 ) 

02 

POSITION-6 

PICTURE 



-9.999 

02 

LOCATION-4 

PICTURE 

X 

02 

FILLER 

PICTURE 

B ( 3 ) 

02 

POSITION-7 

PICTURE 

, - 

-9.999 

02 

LOCATION-5 

PICTURE 

X 

02 

FI LLER 

PICTURE 

B ( 3 ) 

02 

POSITION-8 

PICTURE 

02 

LOCATION-6 

PICTURE 

X 

02 

FILLER 

PICTURE 

B ( 3 ) 

02 

POSITION-9 

PICTURE 

, - 

-9.999 

02 

LOCATION-7 

PICTURE 

X 

02 

FILLER 

PICTURE 

B ( 3 I 

02 

POSJTION-IO 

PICTURE 



-9.999 

IS  HEADERS 


PAGE-RECORD 


DATA-RECORD 
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02  LOCATION-8  PICTURE  X 

WORKING-STORAGE  SECTION 


HEADER-VALUES 

02 

VALUE1-1 

PICTURE 

X ( 66 ) 

VALUE  • 

YEAR 

i 

DIT  DITM 

ITA 

ITAM* 

02 

VALUE1-2 

PICTURE 

X ( 66 ) 

VALUE  • 

' ICR  ICRM 

DBT 

STK 

• 

02 

VALUE2-9 

PICTURE 

X ( 66  > 

VALUE  • 

t 

DBT-I TA/ • 

02 

VALUE3-1 

PICTURE 

X ( 66 ) 

VALUE  'YEAR 

• 

PBT  PAT 

PCT 

PDT  • 

02 

VALUE3-2 

PICTURE 

X ( 66  ) 

VALUE  • 

• CAP  DIT/CAP 

DBT/STK 

STK 

1 

02 

VALUEA-6 

PICTURE 

X ( 66 ) 

value  • 

'BT 

-ITA/ 

• 

02 

VALUE5-1 

PICTURE 

X ( 66  1 

VALUE  • 

YEAR 

' PBT/SHR  PAT/SHR 

PCT/SHR 

PDT/SH* 

02 

VALUE5-2 

PICTURE 

X ( 66 1 

value  • 

R 

• TK+1TA  DIV 

SHR 

DIV/SHR  « 

02 

VALUE6-1 

PICTURE 

X ( 66 ) 

VALUE  • 

YEAR 

' PBT/SAL  PAT/SAL 

PCT/SAL 

PDT/SA* 

02 

VALUE6-2 

PICTURE 

X ( 66  > 

VALUE  • 

L 

• TAX  TCX 

TDX 

SAL 

• 

PAGE-HEADER-VALUE 

PICTURE 

X ( 5 ) 

VALUE  • 

PAGE  • 

DATA-STORE-AREA 

02 

IND 

PICTURE 

9999 

02 

COM 

PICTURE 

999999 

02 

YEAR 

PICTURE 

99 

OCCURS 

10 

TIMES 

02 

TICK 

PICTURE 

XXX 

02 

DIT 

PICTURE 

S99999V999 

OCCURS 

10 

TIMES 

02 

ITA 

PICTURE 

S9999V99 

OCCURS 

10 

TIMES 

02 

ICR 

PICTURE 

S9999V99 

OCCURS 

10 

TIMES 

02 

DBT 

PICTURE 

S99999V9 

OCCURS 

10 

TIMES 

02 

ST  K 

PICTURE 

S999999 V999 

OCCURS 

10 

TIMES 

02 

PBT 

PICTURE 

S99999V99 

0CCUR5 

10 

TIMES 

02 

PAT 

PICTURE 

S99999V99 

OCCURS 

10 

TIMES 

02 

PCT 

PICTURE 

S999999V99 

OCCURS 

10 

TIMES 

02 

PDT 

PICTURE 

S999999V99 

OCCURS 

10 

TIMES 

02 

CAP 

PICTURE 

S999999V999 

OCCURS 

10 

TIMES 

02 

DIT-CAP 

PICTURE 

S99V99 

OCCURS 

10 

TIMES 

02 

DBT-STK 

PICTURE 

S999V99 

OCCURS 

10 

TIMES 

02 

DBT-I TA-STK 

PICTURE 

S999V99 

OCCURS 

10 

TIMES 

02 

PBT-SHR 

PICTURE 

S99V99 

OCCURS 

10 

TIMES 

02 

PAT-SHR 

PICTURE 

S99V99 

OCCURS 

10 

TIMES 

02 

PCT-SHR 

PICTURE 

S99V99 

OCCURS 

10 

TIMES 

02 

PDT-SHR 

PICTURE 

S99V99 

OCCURS 

10 

TIMES 

02 

DBT-ITA-STK-ITA 

PICTURE 

S999V99 

OCCURS 

10 

TIMES 

02 

DIV 

PICTURE 

S9999V99 

OCCURS 

10 

TIMES 

02 

SHR 

PICTURE 

S999999 V99 

OCCURS 

10 

TIMES 

02 

DIV-SHR 

PICTURE 

S99V99 

OCCURS 

10 

TIMES 

02 

PBT-SAL 

PICTURE 

S99V99 

OCCURS 

10 

TIMES 

02 

PAT-SAL 

PICTURE 

S99V99 

OCCURS 

10 

TIMES 

02 

PCT-SAL 

PICTURE 

S99V99 

OCCURS 

10 

TIMES 

02 

PDT-SAL 

PICTURE 

S99V99 

OCCURS 

10 

TIMES 

02 

TAX 

PICTURE 

S99999V99 

OCCURS 

10 

TIMES 

02 

TCX 

PICTURE 

S99999V99 

OCCURS 

10 

TIMES 

02 

TDX 

PICTURE 

S99999V99 

OCCURS 

10 

TIMES 

02 

SAL 

PICTURE 

S99999V9 

OCCURS 

10 

TIMES 

02 

LOCI 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

L0C2 

PICTURE 

X 

OCCURS 

10 

TIMES 
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02 

LOC3 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOC4 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOC5 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

L0C6 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOC7 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOC8 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOC9 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOCIO 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOCH 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOCI  2 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOCI  3 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

L0C14 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

L0C15 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOCI  6 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOCI  7 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOCI  8 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOCI  9 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOC20  . 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOC21 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOC22 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOC23 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

L0C24 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOC25 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOC26 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOC27 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOC28 

PICTURE 

X 

OCCURS 

10 

TIMES 

02 

LOC29 

PICTURE 

X 

OCCURS 

10 

TIMES 

01 

I 

PICTURE 

99 

01 

SUM- 

DIT 

PICTURE 

S999999V999 

01 

SUM- 

ITA 

PICTURE 

S99999V99 

01 

SUM- 

ICR 

PICTURE 

S99999V99 

01 

DITM 

PICTURE 

S99999V999 

01 

I CRM 

PICTURE 

S9999V99 

01 

I TAM 

PICTURE 

S9999V99 

01 

SUM- 

DI T-NA 

PICTURE 

S999999V999 

01 

J 

PICTURE 

99 

01 

K 

PICTURE 

99 

01 

L 

PICTURE 

99 

PROCEDURE  DIVISION 
OPEN-PROCEDURE 

OPEN  INPUT  TAPE-FILE*  OUTPUT  PAGE-FILE.  HEADER-FILE. 
DATA-FILE 

MOVE  ' • TO  DATA-RECORD 
MOVE  PAGE-HEADER-VALUE  TO  PAGE-HEADER 
BEGIN-PROCEDURE 

MOVE  ZEROS  TO  SUM-DIT.  SUM-ICR,  SUM-ITA.  J.  K . L.  I. 
SUM-DIT-NA 
READ-TAPE 

ADD  1 TO  I 

READ  TAPE-FILE  AT  END  GO  TO  END-PROCEDURE 

MOVE  IND-NUM  TO  IND 

MOVE  COM-NUM  TO  COM 

MOVE  TICK-SYM  TO  TICK 

MOVE  YEAR-S  TO  YEAR  ( I ) 

MOVE  DIT-S  TO  DIT  (I) 

MOVE  LOC-1  TO  LOCI  ( I ) 

MOVE  ITA-S  TO  ITA  (I) 

MOVE  LOC-2  TO  LOC2  (I) 

MOVE  ICR-S  TO  ICR  (I) 

MOVE  LOC-3  TO  LOC3  ( I ) 
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MOVE 

DBT-S 

TO 

DBT 

(I 

MOVE 

LOC-4 

TO 

LOC4 

( 

MOVE 

STK-S 

TO 

STK 

(I 

MOVE 

LOC-5 

TO 

LOC5 

( 

MOVE 

PBT-S 

TO 

PBT 

(I 

MOVE 

LOC-6 

TO 

LOC6 

( 

MOVE 

PAT-S 

TO 

PAT 

I I 

MOVE 

LOC-7 

TO 

LOC7 

( 

MOVE 

PCT-S 

TO 

PCT 

(I 

MOVE 

LOC-8 

TO 

LOC8 

( 

MOVE 

PDT-S 

TO 

PDT 

( I 

MOVE 

LOC-9 

TO 

LOC9 

( 

MOVE 

CAP-S 

TO 

CAP 

(I 

10  TO 
CAP-S 

11  TO 
STK-S 

12  TO 


SHR-S 
1 A TO 
SHR-S 

15  TO 
SHR-S 

16  TO 
SHR-S 
’7  TO 


(I) 


III 


( I ) 


( I ) 


m 


< i ) 


( i > 


LOCIO  (I) 

TO  DIT-CAP 
LOCH  (I) 

TO  DBT-STK 
L0C12  (I) 

ITA-STK-S  TO  DBT-I TA-STK 
13  TO  L0C13  < 1 I 
TO  PBT-SHR 
L0C14  (I) 

TO  PAT-SHR 
L0C15  (I) 

TO  PCT-SHR 
L0C16  (I) 

TO  PDT-SHR 
L0C17  (I) 

I TA-STK- I TA-S  TO  DBT- I TA-STK- I T A (I) 

18  TO  L0C18  ( I I 
S TO  DIV  (I) 

19  TO  L0C19  ( I ) 

S TO  SHR  II) 

20  TO  L0C20  < I > 

TO  DIV-SHR 
L0C21  (I) 

TO  PBT-SAL 
LOC22  (I) 

TO  PAT-SAL 
LOC23  (II 
TO  PCT-SAL 
L0C24  (I) 

TO  PDT-SAL 
LOC25  (I) 

TAX  (I) 


MOVE  LOC- 
MOVE  DIT- 
MOVE  LOC- 
MOVE  DBT- 
MOVE  LOC- 
MOVE  DBT- 
MOVE  LOC- 
MOVE  PBT- 
MOVE  LOC- 
MOVE  PAT- 
MOVE  LOC- 
MOVE  PCT- 
MOVE  LOC- 
MOVE  PDT- 
MOVE  LOC- 
MOVE  DBT- 
MOVE  LOC 
MOVE  DIV— 

MOVE  LOC- 
MOVE  SHR- 
MOVE  LOC- 
MOVE  D I V- 
MOVE  LOC- 
MOVE  PBT- 
MOVE  LOC- 
MOVE  PAT- 
MOVE  LOC- 
MOVE  PCT- 
MOVE  LOC 
MOVE  PDT 
MOVE  LOC- 
MOVE  TAX 
MOVE  LOC 
MOVE  TCX 
MOVE  LOC 
MOVE  TDX- 
MOVE  LOC- 
MOVE  SAL- 
MOVE  LOC-2 
ADD  DIT-S 
IF  LOC-1 
1 TO  J 

IF  LOC-2  IS  NOT  EQUAL  TO  ADD  ITA-S  TO  SUM-ITA  ELSE  ADD 


SHR-S 

21  TO 
SAL-S 

22  TO 
SAL-S 

23  TO 
•SAL-S 

24  TO 
SAL-S 

25  TO 
S TO 

26  TO  LOC 26 
S TO  TCX  (I) 

27  TO  L0C27 
S TO  TDX  < I ) 

28  TO  LOC 28 
S TO  SAL  (I) 

29  TO  L0C29 
TO  SUM-DIT-NA 

IS  NOT  EQUAL  TO 


( I I 


(I) 


(I) 


( I ) 


( I ) 


( I I 
( I I 
( I ) 
( I I 


ADD  DIT-S  TO  SUM-DIT  ELSE  ADD 


1 TO  K 

IF  LOC-3  IS  NOT  EQUAL  TO  •«'  ADD  ICR-S  TO  SUM-ICR  ELSE  ADD 
1 TO  L 

IF  I IS  NOT  EQUAL  TO  10  GO  TO  READ-TAPE 
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IF  SUM-DIT-NA  EQUALS  ZERO  GO  TO  BEG  I N-PROCEDURE 
COMPUTE  DITM  ROUNDED  * SUM-DIT  / (10  - J) 

COMPUTE  ITAM  ROUNDED  ■ SUM-ITA  / (10  - K ) 

COMPUTE  I CRM  ROUNDED  * SUM-ICR  / (10  - L) 

ADD  1 TO  PAGE-NUMBER 

WRITE  PAGE-RECORD  AFTER  ADVANCING  TO-TOP-LINE 
DISPLAY  'INDUSTRY  NUMBER  *t  IND.  • •*  'COMPANY  NUMBER  •» 

COM » • *t  'COMPANY  IS  •»  TICK 
MOVE  VALUE  1- 1 TO  HEADER-1 
MOVE  VALUE  1-2  TO  HEADER-2 
WRITE  HEADERS  AFTER  ADVANCING  1 LINE 
MOVE  • • TO  HEADERS 
DISPLAY  • • 

MOVE  ZEROS  TO  I 
PRINT-FIRST-AREA 
ADD  1 TO  I 

MOVE  '19*  TO  POSITION-1 

MOVE  YEAR  ( I ) TO  POSITION-2 

MOVE  DIT  (I)  TO  POSITION-3 

IF  I EQUALS  10  MOVE  DITM  TO  POSITION-4 

MOVE  ITA  (I)  TO  POSITION-5 

IF  I EQUALS  10  MOVE  ITAM  TO  POSITION-6 

MOVE  ICR  (I)  TO  POSITION-7 

IF  I EQUALS  10  MOVE  ICRM  TO  POSITION-8 

MOVE  DBT  (I)  TO  POSITION-9 

MOVE  STK  ( I ) TO  POSITION-IO 

MOVE  LOCI  (I)  TO  LOCATION-1 

MOVE  LOC2  (I)  TO  LOCATION-3 

MOVE  LOC3  (I)  TO  LOCAT ION-5 

MOVE  L0C4  (I)  TO  LOCATION-7 

MOVE  LOC5  ( I ) TO  LOCATION-8 

WRITE  DATA-RECORD 

MOVE  ' ' TO  DATA-RECORD 

IF  I IS  NOT  EQUAL  TO  10  GO  TO  PRINT-FIRST-AREA 
MOVE  VALUE2-9  TO  HEADER-2 
WRITE  HEADERS  AFTER  ADVANCING  1 LINE 
MOVE  ' • TO  HEADERS 
MOVE  VALUE3-1  TO  HEADER-1 
MOVE  VALUE3-2  TO  HEADER-2 
WRITE  HEADERS  BEFORE  ADVANCING  1 LINE 
MOVE  • ' TO  HEADERS 
MOVE  ZEROS  TO  I 
PRINT-SECOND-AREA 
ADD  1 TO  I 

MOVE  '19*  TO  POSITION-1 

MOVE  YEAR  ( I ) TO  POSITION-2 

MOVE  PBT  (I)  TO  POSITION-3 

MOVE  PAT  (I)  TO  POSITION-4 

MOVE  PCT  (I)  TO  POSITION-5 

MOVE  PDT  (I)  TO  POSITION-6 

MOVE  CAP  (I)  TO  POSITION-7 

MOVE  DIT-CAP  (I)  TO  POSJTION-8 

MOVE  DBT-STK  (I)  TO  POSITION-9 

MOVE  DBT-ITA-STK  (I)  TO  POSITION-IO 

MOVE  LOC6  (I)  TO  LOCATION-1 

MOVE  LOC7  (I)  TO  LOCAT ION-2 

MOVE  LOC8  (I)  TO  LOCATION-3  • 

MOVE  LOC9  (I)  TO  LOCATION-4 
MOVE  LOCIO  (I)  TO  LOCATION-5 
MOVE  LOCH  ( I ) TO  LOCATION-6 
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MOVE  LOCI 2 <I>  TO  LOCATION-7 
MOVE  LOC13  (I)  TO  LOCATION-8 
WRITE  DATA-RECORD 
MOVE  • • TO  OATA-RECORD 

IF  I IS  NOT  EQUAL  TO  10  GO  TO  PRINT-SECOND-AREA 
MOVE  VALUE4-6  TO  HEADER-2 
WRITE  HEADERS  AFTER  ADVANCING  1 LINE 
MOVE  • ' TO  HEADERS 
MOVE  VALUE5-1  TO  HEADER-1 
MOVE  VALUE5-2  TO  HEADER-2 
WRITE  HEADERS  BEFORE  ADVANCING  1 LINE 
MOVE  • • TO  HEADERS 
MOVE  ZEROS  TO  I 
PRINT-THIRD-AREA 
ADD  1 TO  I 

MOVE  '19*  TO  POSITION-1 

MOVE  YEAR  III  TO  POSITION-2 

MOVE  PBT-SHR  (I)  TO  POSITION-3 

MOVE  PAT-SHR  (I)  TO  POSITION-4 

MOVE  PCT-SHR  (I)  TO  POSITION-5 

MOVE  PDT-SHR  (I)  TO  POSITION-6 

MOVE  DBT-I TA-STK-I TA  (II  TO  POSITION-7 

MOVE  DIV  (I)  TO  POSITION-8 

MOVE  SHR  (I)  TO  POSITION-9 

MOVE  DIV-SHR  (I)  TO  POSITION-10 

MOVE  L0C14  (I)  TO  LOCATION-1 

MOVE  LOC15  (I)  TO  LOCATION-2 

MOVE  L0C16  (I)  TO  LOCATION-3 

MOVE  LOC17  (I)  TO  LOCATION-4 

MOVE  LOC18  III  TO  LOCATION-5 

MOVE  L0C19  (II  TO  LOCATION-6 

MOVE  LOC20  (I)  TO  LOCATION-7 

MOVE  LOC21  (I)  TO  LOCATION-8 

WRITE  DATA-RECORD 

MOVE  ' • TO  DATA-RECORD 

IF  I IS  NOT  EQUAL  TO  10  GO  TO  PRINT-THIRD-AREA 

MOVE  VALUE6- 1 TO  HEADER-1 

MOVE  VALUE6-2  TO  HEADER-2 

WRITE  HEADERS  AFTER  ADVANCING  1 LINE 

MOVE  ' • TO  HEADERS 

DISPLAY  • • 

MOVE  ZEROS  TO  I 
PRINT-FOURTH-AREA 
ADD  1 TO  I 

MOVE  '19'  TO  POSITION-1 
MOVE  YEAR  (I)  TO  POSITION-2 
MOVE  PBT-SAL  ( I I TO  POSITION-3 
MOVE  PAT-SAL  (I)  TO  POSITION-4 
MOVE  PCT-SAL  (I)  TO  POSITION-5 
MOVE  PDT-SAL  ( I I TO  POSITION-6 
MOVE  TAX  (I)  TO  POSITION-7 
MOVE  TCX  < T ) TO  POSITION-8 
MOVE  TDX  (I)  TO  POSITION-9 
MOVE  SAL  (I)  TO  POSITION-IO 


MOVE 

LOC22 

( I ) 

TO 

LOCATION-1 

MOVE 

LOC23 

( r > 

TO 

LOCATION-2 

MOVE 

L0C24 

f I ) 

TO 

LOCATION-3 

MOVE 

LOC25 

( i i 

TO 

LOCATION-4 

MOVE 

LOC26 

( 1 1 

TO 

LOCATION-5 

MOVE 

LOC27 

( 1 1 

TO 

LOCATION-6 
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HOVE  LOC28  { I > TO  LOCATION-7 
MOVE  LOC29  (II  TO  LOCATION-8 
WRITE  DATA-RECORD 
MOVE  • • TO  DATA-RECORD 

IF  I IS  NOT  EQUAL  TO  10  GO  TO  PRINT-FOURTH-AREA 
DISPLAY  • • 

DISPLAY  • DOLLAR  AMOUNTS  ARE  IN  MILLIONS  OF  DOLLARS  EXCEPT  '• 
'PER  SHARE  FIGURES  WHICH  ARE  IN  DOLLARS  AND  CENTS.' 

DISPLAY  DENOTES  DATA  NOT  AVAILABLE.' 

DISPLAY  'NUMBER  OF  SHARES  IN  THOUSANDS.' 

GO  TO  BEGIN-PROCEDURE 
END-PROCEDURE 

CLOSE  TAPE-FILE,  DATA-FILE,  PAGE-FILE,  HEADER-FILE 
DISPLAY  • • 

DISPLAY  'END  OF  JOB* 

STOP  RUN 
END  OF  SOURCE 
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COBOL  RUN  THRU  OUTPUT 
IDENTIFICATION  DIVISION 

PROGRAM- ID.  TOMPUSTAT-ANALYSI 5-CALCULATE 
AUTHOR.  HOCKER.  P R 
ENVIRONMENT  DIVISION 
CONFIGURATION  SECTION 
SOURCE-COMPUTER.  IBM-1401 

OBJECT-COMPUTER.  IBM-1401  MEMORY  16000  CHARACTERS  NO-OVERLAP 

INPUT-OUTPUT  SECTION 

FILE-CONTROL 

SELECT  CARD-FILE  ASSIGN  TO  1402-R*  2 
SELECT  TAPE-FILE  ASSIGN  TO  TAPE  1 
SELECT  TAPE-OUT-FILE  ASSIGN  TO  TAPE  2 
DATA  DIVISION 
FILE  SECTION 

FD  TAPE-FILE  LABEL  RECORD  IS  OMITTED  DATA  RECORD  IS  TAPE-RECORD 
01  TAPE-RECORD 


02 

FILLER 

PICTURE 

B ( 43 ) 

02 

B09 

PICTURE 

S99999V9 

02 

BIO 

PICTURE 

S999V9 

02 

Bll 

PICTURE 

S99999V999 

02 

B12 

PICTURE 

S99999V9 

02 

- B13 

PICTURE 

S99999V99 

02 

B 14 

PICTURE 

S9999V99 

02 

FILLER 

PICTURE 

B ( 6 ) 

02 

B16 

PICTURE 

S99999V99 

02 

FILLER 

PICTURE 

8(26  ) 

02 

B21 

PICTURE 

S9999V99 

02 

FILLER 

PICTURE 

B ( 15  ) 

02 

B25 

PICTURE 

S999999V99 

02 

FILLER 

PICTURE 

B ( 53  ) 

02 

B35 

PICTURE 

S99999V999 

02 

FILLER 

PICTURE 

B ( 88 ) 

02 

B50 

PICTURE 

S9999V99 

02 

B51 

PICTURE 

S9999V99 

02 

FILLER 

PICTURE 

B ( 74 ) 

02 

B65 

PICTURE 

X ( 3 ) 

02 

FILLER 

PICTURE 

B 

02 

B67 

PICTURE 

9999 

02 

B68 

PICTURE 

999999 

02 

B69 

PICTURE 

99 

02 

FILLER 

PICTURE 

B 

FD  CARD-FILE  LABEL  RECORD  IS  OMITTED  DATA  RECORD  IS  CARD-RECORD 
01  CARD-RECORD 

02  IND-NUMBER  PICTURE  9999 

02  FILLER  PICTURE  B 

02  EARLIEST-YEAR  PICTURE  99 

02  FILLER  PICTURE  B(73) 

FD  TAPE-OUT-FILE  LABEL  RECORD  IS  OMITTED  DATA  RECORD  IS 
TAPE-OUT-RECORD 
01  TAPE-OUT-RECORD 


02 

IND-NUM 

PICTURE 

9999 

02 

COM-NUM 

PICTURE 

999999 

02 

YEAR-S 

PICTURE 

99 

02 

TICK-SYM 

PICTURE 

XXX 

02 

DIT-S 

PICTURE 

S99999V999 

02 

LOC-1 

PICTURE 

X 

02 

ITA-S 

PICTURE 

S9999V99 

02 

LOC-2 

PICTURE 

X 

02 

ICR-S 

PICTURE 

S9999V99 
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02 

LOC-3 

PICTURE 

X 

02 

DBT-S 

PICTURE 

S99999V9 

02 

LOC-4 

PICTURE 

X 

02 

STK-S 

PICTURE 

S999999V999 

02 

LOC-5 

PICTURE 

X 

02 

PBT-S 

PICTURE 

S99999V99 

02 

LOC-6 

PICTURE 

X 

02 

PAT-S 

PICTURE 

S99999V99 

02 

LOC-7 

PICTURE 

X 

02 

PCT-S 

PICTURE 

S999999V99 

02 

LOC-8 

PICTURE 

X 

02 

PDT-S 

PICTURE 

S999999V99 

02 

IOC-9 

PICTURE 

X 

02 

CAP-S 

PICTURE 

S999999V999 

02 

LOC-IO 

PICTURE 

X 

02 

D I T-CAP-S 

PICTURE 

S99V99 

02 

LOC-11 

PICTURE 

X 

02 

DBT-STK-S 

PICTURE 

S999V99 

02 

LOC-12 

PICTURE 

X 

02 

DBT-ITA-STK-S 

PICTURE 

S999V99 

02 

LOC-13 

PICTURE 

X 

02 

PBT-SHR-S 

PICTURE 

S99V99 

02 

LOC-14 

PICTURE 

X 

02 

PAT-SHR-S 

PICTURE 

S99V99 

02 

LOC-15 

PICTURE 

X 

02 

PCT-SHR— S 

PICTURE 

S99V99 

02 

LOC-16 

PICTURE 

X 

02 

PDT-SHR-S 

PICTURE 

S99V99 

02 

LOC-17 

PICTURE 

X 

02 

DBT-ITA-STK-ITA-S 

PICTURE 

S999V99 

02 

LOC-18 

PICTURE 

X 

02 

DI  V-S 

PICTURE 

S9999V99 

02 

LOC-19 

PICTURE 

X 

02 

SHR-S 

PICTURE 

S999999V99 

02 

LOC-20 

PICTURE 

X 

02 

DIV-SHR-S 

PICTURE 

S99V99 

02 

LOC-21 

PICTURE 

X 

02 

PBT-SAL-S 

PICTURE 

S99V99 

02 

LOC-22 

PICTURE 

X 

02 

PAT-SAL-S 

PICTURE 

S99V99 

02 

LOC-23 

PICTURE 

X 

02 

PCT-SAL-S 

PICTURE 

S99V99 

02 

LOC-24 

PICTURE 

X 

02 

pdt-sal-s 

PICTURE 

S99V99 

02 

LOC-25 

PICTURE 

X 

02 

TAX-S 

PICTURE 

S99999V99 

02 

LOC-26 

PICTURE 

X 

02 

TCX-S 

PICTURE 

S99999V99 

02 

LOC-27 

PICTURE 

X 

02 

TDX-S 

PICTURE 

S99999V99 

02 

LOC-28 

PICTURE 

X 

02 

SAL-S 

PICTURE 

S99999V9 

02 

LOC-29 

PICTURE 

X 

WORKING- 

STORAGE  SECTION 

01 

I 

PICTURE 

99 

01 

J 

PICTURE 

9 

01 

K 

PICTURE 

999 

01 

DIFF 

-DBT-ITA 

PICTURE 

S99999V9 

01 

ADJ- 

SAL 

PICTURE 

S99999V999 

01 

ADJ- 

SHR 

PICTURE 

S999999V99999 
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01  SUM-ITA-ICR  PICTURE  S99999V99 

01  INT-VALUES  PICTURE  S9999999V99999 

01  AST  PICTURE  X VALUE 

PROCEDURE  DIVISION 
OPEN-PROCEDURE 

OPEN  INPUT  TAPE-FILE.  CARD-FILE*  OUTPUT  TAPE-OUT-FILE 
MOVE  • • TO  TAPE-OUT-RECORD 
MOVE  ZEROS  TO  K 

DISPLAY  'COMPUSTAT  TAPE  CONTAINS  DATA  ON  THE  FOLLOWING  *. 

•COMPANIES  IN  THE  SELECTED  INDUSTRY* 

DISPLAY  • • 

READ-CARD 

MOVE  1 TO  J 

READ  CARD-FILE  AT  END  GO  TO  END-PROCEDURE 


READ-TAPE-INITIAL 
MOVE  ZEROS  TO  I 

READ  TAPE-FILE  AT  END  GO  TO  END-PROCEDURE 
IF  IND-NUMBER  NOT  EQUAL  TO  B67  GO  TO  CHECK-J 
IF  EARLIEST-YEAR  EQUALS  B69  GO  TO  COMPUTATION-1  ELSE  GO  TO 
READ-TAPE-INITIAL 
CHECK-J 

IF  J EQUALS  2 GO  TO  READ-CARD  ELSE  GO  TO  READ-TAPE-INITIAL 
READ-TAPE 

READ  TAPE-FILE  AT  END  GO  TO  END-PROCEDURE 


COMPUTATION-1 
ADD  1 TO  I 

IF  I EQUALS  1 DISPLAY  ’INDUSTRY 
B68 
IF  I 


= •*  867.  • ••  -COMPANY 


EQUALS  1 ADD  1 TO  K 
MOVE  B09  TO  DBT-S 
MOVE  B35  TO  DIT-S 
MOVE  B25  TO  SHR-S 
MOVE  B 1 2 TO  SAL-S 
MOVE  B21  TO  DIV-S 
MOVE  B50  TO  ITA-S 
MOVE  B51  TO  ICR-S 
MOVE  B 16  TO  TAX-S 
MOVE  B69  TO  YEAR-S 
MOVE  B68  TO  COM-NUM 
MOVE  B67  TO  IND-NUM 
MOVE  B65  TO  TICK-SYM 

ADD  BIO  AND  Bll  GIVING  STK-S  ROUNDED 

ADD  B09  AND  BIO  AND  Bll  GIVING  CAP-S  ROUNDED 
DIVIDE  CAP-S  INTO  DIT-S  GIVING  INT-VALUES  ROUNDED 

MULTIPLY  INT-VALUES  BY  100  GIVING  DIT-CAP-S  ROUNDED 

DIVIDE  STK-S  INTO  DBT-S  GIVING  INT-VALUES  ROUNDED 

MULTIPLY  INT-VALUES  BY  100  GIVING  DBT-STK-S  ROUNDED 

SUBTRACT  B 50  FROM  B09  GIVING  D I FF-DBT- 1 T A ROUNDED 
DIVIDE  STK-S  INTO  D I FF-DBT- I T A GIVING  INT-VALUES  ROUNDED 

MULTIPLY  INT-VALUES  BY  100  GIVING  DBT- I TA-STK-S  ROUNDED 

ADD  BIO  AND  Bll  AND  B50  GIVING  INT-VALUES  ROUNDED 
DIVIDE  INT-VALUES  INTO  DIFF-DBT-ITA  GIVING  INT-VALUES 
ROUNDED 

MULTIPLY  INT-VALUES  BY  100  GIVING  DBT- I TA-STK-I TA-S 
ROUNDED 

SUBTRACT  B 1 A FROM  B13  GIVING  PBT-S  ROUNDED 

DIVIDE  1000  INTO  B25  GIVING  ADJ-SHR  ROUNDED 
DIVIDE  100  INTO  B12  GIVING  ADJ-SAL  ROUNDED 

DIVIDE  ADJ-SHR  INTO  PBT-S  GIVING  PBT-SHR-S  ROUNDED 

DIVIDE  ADJ-SAL  INTO  PBT-S  GIVING  PBT-SAL-S  ROUNDED 


zkk 


ADD  0 1 A AND  B16  GIVING  INT-VALUES  ROUNDED 
SUBTRACT  INT-VALUES  FROM  B13  GIVING  PAT-S 
DIVIDE  ADJ-SHR  INTO  PAT-S  GIVING  PAT-SHR-S 

DIVIDE  ADJ-SAL  INTO  PAT-S  GIVING  PAT-SAL-S 


ROUNDED 

ROUNDED 

ROUNDED 


ADD  B50  AND  B51  GIVING  SUM-ITA-ICR  ROUNDED 
SUBTRACT  SUM-ITA-ICR  FROM  B16  GIVING  TCX-S  ROUNDED 

ADD  PBT-S  AND  SUM-ITA-ICR  GIVING  INT-VALUES  ROUNDED 

SUBTRACT  B 16  FROM  INT-VALUES  GIVING  PCT-S  ROUNDED 

DIVIDE  ADJ-SHR  INTO  PCT-S  GIVING  PCT-SHR-S  ROUNDED 

DIVIDE  ADJ-SAL  INTO  PCT-S  GIVING  PCT-SAL-S  ROUNDED 

SUBTRACT  B50  FROM  B16  GIVING  TDX-S  ROUNDED 

ADD  B50  AND  PAT-S  GIVING  PDT-S  ROUNDED 

DIVIDE  ADJ-SHR  INTO  PDT-S  GIVING  PDT-SHR-S  ROUNDED 

DIVIDE  ADJ-SAL  INTO  PDT-S  GIVING  PDT-SAL-S  ROUNDED 

DIVIDE  ADJ-SHR  INTO  B21  GIVING  DIV-SHR-S  ROUNDED 

IF  B35  IS  NOT  NUMERIC  MOVE  AST  TO  LOC-lt  LOC-11 
IF  B09  IS  NOT  NUMERIC  MOVE  AST  TO  LOC-4,  LOC-12,  LOC-13# 
LOC-18,  LOC-11,  LOC-IO 

IF  BIO  IS  NOT  NUMERIC  MOVE  AST  TO  LOC-IO*  LOC-12.  LOC-13# 


LOC-18,  LOC-11,  LOC-5 

IF  B 1 1 IS  NOT  NUMERIC  MOVE  AST  TO  LOC-IO,  LOC-12,  LOC-13# 
LOC-18,  LOC-11,  LOC-5 

IF  B 12  IS  NOT  NUMERIC  MOVE  AST  TO  LOC-22,  LOC-23#  LOC-24# 


LOC-25,  LOC-29  » 

IF  B13  IS  NOT  NUMERIC  MOVE  AST  TO  LOC-6#  LOC-7,  LOC-8,  LOC-9# 
LOC-14,  LOC-15 , LOC-16,  LOC-17,  LOC-22,  LOC-23#  LOC-24# 
LOC-25 

IF  B 14  IS  NOT  NUMERIC  MOVE  AST  TO  LOC-6,  LOC-7,  LOC-8,  LOC-9# 
LOC-14,  LOC-15,  LOC-16,  LOC-17,  LOC-22,  LOC-23#  LOC-24# 
LOC-25 

IF  B16  IS  NOT  NUMERIC  MOVE  AST  TO  LOC-7,  LOC-15,  LOC-23# 
LOC-8,  LOC-9,  LOC-16,  LOC-17,  LOC-24,  LOC-25.  LOC-26# 

LOC-27 , LOC-28 

IF  B21  IS  NOT  NUMERIC  MOVE  AST  TO  LOC-19*  LOC-21 
IF  B25  IS  NOT  NUMERIC  MOVE  AST  TO  LOC-14,  LOC-15#  LOC-16# 
LOC-17,  L0C-20,  LOC-21 

IF  B50  IS  NOT  NUMERIC  MOVE  AST  TO  LOC-13,  LOC-18,  LOC-2# 
LOC-8,  LOC-9,  LOC-16,  LOC-17,  LOC-24,  LOC-25,  LOC-27# 

LOC-28 

IF  B51  IS  NOT  NUMERIC  MOVE  AST  TO  LOC-3#  LOC-8,  LOC-16# 
LOC-24,  LOC-27 
WRITE  TAPE-OUT-RECORD 
MOVE  • • TO  TAPE-OUT-RECORD 
MOVE  2 TO  J 

IF  I EQUALS  10  GO  TO  READ-TAPE-INITIAL  ELSE  GO  TO  READ-TAPE 
END-PROCEDURE 

CLOSE  TAPE-FILE,  CARD-FILE,  TAPE-OUT-FILE 
DISPLAY  • • 

DISPLAY  'TOTAL  NUMBER  OF  COMPANIES  PROCESSED-  •»  X 
DISPLAY  ' • 

DISPLAY  'END  OF  JOB* 

STOP  RUN 
END  OF  SOURCE 


APPENDIX  II 


LIST  OF  COMPANIES3  INCLUDED  IN  A COMPARATIVE 
ANALYSIS  OF  THE  IMPACT  OF  POSTPONED 
TAXES  ON  FINANCIAL  DATA  OF 
FOUR  INDUSTRIES 


Chemical  Industry 


APD 

DIA 

ILS 

PPG 

AN 

DD 

KCC 

RCI 

ACD 

EK 

KOP 

REX 

ACY 

FMC 

MAF 

ROH 

APO 

GAF 

MMM 

UK 

ACI 

GRA 

MTC 

UBX 

CZ 

HPC 

LT 

WIT 

CTN 

HKR 

OLM 

WYD 

CV 

IKN 

PSM 

Heavy  Machinery  Manufacturing  Industry 


CAH 

TRI 

EWB 

NWA 

EVR 

UV 

CGG 

SZ 

GK 

ADP 

COT 

AMO 

HW 

CCP 

CCX 

C 

NSD 

CHY 

MCC 

F 

RVB 

FLR 

WKU 

GM 

SCO 

SDP 

DMO 

SMX 

ACN 

FAF 

Electronics  Companies 


AMP 

GSX 

TRN 

ACF 

ABE 

GUL 

VAR 

ABK 

CRI 

HZ 

AVS 

AD 

CAX 

HWP 

AVT  - 

GMT 

EGG 

HVE 

IRC 

GSI 

FCI 

RTN 

IRF 

NOA 

GRL 

TM 

LSI 

PU 

GPE 

TEK 

SPE 

WK 
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APPENDIX  II — Continued 


Reta? 1 Department  Stores 


ALS 

FSC 

MZ 

AAD 

Gl 

MF 

DG 

ISD 

MA 

BRD 

KDT 

MST 

JCP 

SL 

SPT 


Source  of  data:  Standard  and  Poor's  Compustat. 

University  of  Florida,  College 
of  Business  Administration, 
Gainesville,  Florida. 

aFor  convenience,  the  companies  in  the  comparative 
analysis  are  identified  by  their  stock  market  symbol. 
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